INTERNET  DOCUMENT  INFORMATION  FORM 


A  .  Report  Title:  Hotline  Allegations  Concerning  Contract  Pricing  of 
Advanced  Medium  Range  Air-to-Air  Missiles 


B.  DATE  Report  Downloaded  From  the  Internet:  10/20/99 


C.  Report's  Point  of  Contact:  (Name,  Organization,  Address,  Office 
Symbol,  &  Ph  #):  OAIG-AUD  (ATTN:  AFTS  Audit  Suggestions) 

Inspector  General,  Department  of  Defense 
400  Army  Navy  Drive  (Room  801) 

Arlington,  VA  22202-2884 


D.  Currently  Applicable  Classification  Level;  Unclassified 

E.  Distribution  Statement  A:  Approved  for  Public  Release 

F.  The  foregoing  information  was  compiled  and  provided  by: 

DTIC-OCA,  Initials: _ VM _ Preparation  Date  10/20/99 


The  foregoing  information  should  exactly  correspond  to  the  Title,  Report  Number,  and  the  Date  on 
the  accompanying  report  document.  If  there  are  mismatches,  or  other  questions,  contact  the 
above  OCA  Representative  for  resolution. 


DTIC  QUAUTT  mS^£CTED  4 


OFFICE  OF  THE  INSPECTOR  GENERAL 


HOTLINE  ALLEGATIONS  CONCERNING 
CONTRACT  PRICING  OF  ADVANCED  MEDIUM 
RANGE  AIR-TO-AIR  MISSILES 


Report  No.  97-157 


Juue  10,  1997 


For  Official  Use  Only  data  and  markings  have  been 
deleted  from  this  version  of  the  Report 


Department  Of  Defense 


Additioiud  Copies 

To  obtain  additional  cc^ies  of  this  audit  report,  contact  the  Second^  Reports 
Distribution  Unit  of  the  Analysis,  Planning,  and  Technical  Support  Directorate  at 
(703)  604-8937  (DSN  664-8937)  or  FAX  (703)  604-8932. 

Suggestions  fw  Future  Audits 

To  suggest  ideas  for  or  to  request  future  audits,  contact  the  Planning  and 
Coordination  Branch  of  die  Analysis,  Planning,  and  Technical  Sui^rt  Directorate 
at  (703)  604-8939  (DSN  664-8939)  or  FAX  (703)  604-8932.  Ideas  and  requests 
can  also  be  mailed  to: 

OAIG-AUD  (ATTN:  APTS  Audit  Sunestions) 

Inspector  General,  Department  of  De^se 
400  Army  Navy  Drive  (RoOm  801) 

Arlington,  Virginia  22202-2884 

Defense  Hotline 

To  report  fraud,  waste,  or  abuse,  contact  the  Defense  Hotline  by  calling 
(800)  424-9098;  by  sending  an  electronic  message  to  Hotline^DODIG.OSD.MIL; 
or  by  writing  the  Defrase  Hotline,  The  Pentagjcm,  Washington,  D.C.  2(^1-1900. 
The  identity  of  each  writer  and  cidler  is  fully  protected. 


Acronyms 

AMRAAM  Advanced  Nfednim  Range  Air-to-Air  Missile 

DCAA  Defense  Ckiidract  Audit  Ag^y 

FAR  Federal  Acquisition  Regukdon 

For  official  use  <mly  data  and  markings  have  been  ^eted  frian  dds  virsian  of  the  rqpMt. 


June  10,  1997 


MEMORANDUM  FOR  ASSISTANT  SECRETARY  OF  THE  i^FORCE 

(FINANCIAL  MANAGEMENT  AND  COMPTROLLER) 


SUBJECT:  Audit  Report  on  Hotliiie  Allegations  Concerning  Contract  Pricing  of 
Advanced  Medium  Range  Air-to-Air  Missiles  (Report  No.  97-157) 


We  are  providing  this  report  for  review  and  comment.  We  made  the  audit  in 
response  to  Defense  Hotline  allegations.  Comments  on  a  draft  report  were  considered 
in  preparing  this  report. 

DoD  Directive  7650.3  requires  that  all  recommendations  be  resolved  promptly. 
Therefore,  we  request  that  the  Ak  Force  provide  additional  comments  on  the 
recommendations  by  August  11,  1997. 

We  appreciate  the  courtesies  extended  to  the  audit  staff.  Questions  on  the  audit 
should  be  directed  to  Mr.  Brian  M.  Flynn,  Audit  Program  Director,  at  (703)  604-9051 
(DSN  664-9051)  or  Mr.  William  D.  Van  Hoose,  Audit  Project  Manager,  at 
(703)  604-9034  (DSN  664-9034).  See  Appendix  F  for  the  report  distribution.  The 
audit  team  members  are  Ikted  inside  die  back  cover. 

David  k.  Steensma 
Deputy  Assistant  Inspector  General 
for  Auditing 


For  use  <»ly  *»»»  and  iw^rUngB  have  been  ^eted  from  this  vorsieii  of  the  report. 
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Report  No.  97-157  June  10, 1997 

(Project  No.  6AL-8007.00) 

Hntiinp  AUegiRifMe  CmicenUng  Contract  Pricing  of 
Advanced  MedlHom  Rmge  j^-to-Air  MissUes 

Executive  Sum^iary 

Introductkxi.  The  is  a  lesult  of  Defense  Hotline  allegations.  The  Defense 
Hotline  complainant  alleged  that  the  Air  Force  did  not  negotiate  fair  and  reasonable 
prices  for  Advanced  Medium  Range  Air-to-Aii!  Missiles  (AMRAAMs).  Also,  die 
complainant  implied  that  one  of  the  contractors  thjst  produced  the  missiles  may  not  have 
submitted  current,  accunte,  and  conqilete  cost  or  pricing  data.  The  Hughes  Missile 
Systems  Conqiany  mid  die  Raytheon  Cmnpanyjproduce  AMRAAMs.  The  Defense 
Contract  Audit  Agency  perf(»ined  postawaid  audits  of  the  contracts  for  the  production 
of  AMRAAMs. 

TIk  Air  Force  planned  to  acmiie  11,055  AMRAiAMs  throu^  FY  2009  at  a  total  cost 
of  $9.5  billitm  (then-year  dcfflus)  in  mticureineu  funds,  which  included  $2.9  billion 
for  3,713  AMRAAMs  for  FYs  1997  through  20W.  Through  FY  1996,  the  Air  Force 
had  acquired  7,342  AMRAAMs  at  prices  t^aUng  $6.6  billion. 

Audit  Objectives.  The  primary  audit  objectives  were  to  determme  whether  the 
Air  Force  negotiated  fiur  and  reasonable  prices  for  AMRAAMs  and  whether  the 
contractors  provided  the  Air  Force  whh  currmt,  Kcurate,  and  complete  cost  or  pricing 
data.  The  audit  also  evahialsd  the  Air  For^  management  control  program  as 
applicable  to  the  audit  objectives. 

Audit  Resutts.  We  and  the  Defense  Contract  Audit  Agency  substantiated  the 
conqilainant's  two  allegmions.  The  Air  Force  can  inqirove  its  process  for  negotiating 
contract  prices  for  ANulAAMs.  The  Air  Force  joverpaid  the  Hughes  Missile  Syst^ 
Conmany  about  $41.1  huUion  for  manufocturiim  ^tmial,  out  of  a  total  manufacturing 

material  cost  of  **♦♦*♦♦***••♦♦  for  2,343  Ahffi^VAMs  from  FYs  1991  through  1994. 

! 

The  Defense  Contract  Audit  Agency's  postaWard  audits  of  AMRAAM  contracts 
showed  that  the  AMRAAM  conSractors  did  not  always  provide  accurate,  conqilete,  and 
currrat  cost  or  priemg  dma  to  die  Air  F(»ce.  Ai  a  re^t,  die  Defense  Contract  Audit 
Agency  *♦*♦♦♦♦  ^^^i**** 

contracts,  all  of  which  the  Air  Force  recovered.  !  The  Defense  Contract  Audit  Agency 
iHmtified  The 

♦♦**♦♦♦**♦*♦  is  beii^  n^odated. 

Reemnmendations  in  this  rramt,  imtdanentedJ  could  result  in  a  voluntary  refund  to 
die  Government  from  the  ihii^  Musile  Systems  Company  of  $41.1  million  for 
excessive  prices.  Also,  inqileBimitatkm  of  die  recommendations  will  enable  die 
Air  Force  to  idemify  any  additkaial  overpayments  and  potentially  negotiate  lower 
prices  for  future  contracts  for  AhQlAAMs.  Se<i  Part  I  for  a  discussion  of  the  audit 
results.  See  ^qiendix  A  f<»  details  on  the  managBsnent  control  program. 


Fw  oflldal  UM  euly  data  aai  nuHlitaig  havi  bMtt  deleted  from  this  r^rt. 
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Summary  of  Recimamaidatioiis.  We  recommend  re(^stmg  a  voluntary  refund  of 
$41.1  million  from  the  Hughes  Missile  Systems  Coii]|>ai]W  for  the  excessive  prices  paid 
for  Lots  5  through  8,  reviewing  Lots  9  and  10  for  Mditional  excess  pnces,  and 
requesting  any  appropriate  voluntary  refund.  In  addipon,  we  recommend  that  the 
Air  Force  obtain  ade^te  field  pricing  support  and  i^orm  adequate  analyses  for 
major  purchased  parts  included  in  the  contractors'  pro|tosals  for  future  contracts  for 
AMRAAMs.  We  also  recommend  that  the  Air  Force  I  old  discussions  of  prices  with 
the  contractors  and  request  the  contractors  to  provide  bes  and  final  offers  in  those  cases 
in  which  the  analysis  shows  diat  lower  prices  may  be  ava^ble. 

Management  Comments.  The  Director,  Air  Superiority  Weapons,  Air  F(^ 
Program  Executive  Office  for  Weapons,  nonconcurred  vdth  all  recommendations.  The 
Director  stated  that  the  Air  Force  does  not  agree  that  the  Hughes  Missile  Systems 
Company  charged  excessive  prices  and  therefore  dotss  not  agree  in  re^sting  a 
voluntary  refund.  He  stated  that  the  cmitract  changed  numerous  times  after  its  award, 
and  the  report  does  not  consider  the  effect  that  those  contract  changes  had  on  the  cost 
of  material.  The  Director  further  stated  that  the  recommendations  regarding  future 
negotiation  strategies  are  not  applicable  to  a  mature  production  program  that  has 
yWniatf!  price  competition  because  adequate  price  conqietition  means  that  c^  or 
pricing  data  are  not  requi^.  See  Part  I  and  Appendix  p  for  a  complete  discussion  of 
managmiffni  comments.  Thc  full  text  of  management  cojnments  is  in  Part  m. 

Audit  Renxmse.  The  fact  that  the  Hughes  Missile  Skrstems  Company  charged  the 
Air  Force  excessive  prices  for  AMRAAMs  is  well  tkxmmented  in  this  report.  Tlw 
contract  changes  had  little,  if  ai^,  effect  <m  our  analysis  of  the  proposed  and  actual  umt 
costs  of  parts.  We  agree  that  the  Air  Force  does  not  have  to  obtain  certified 

cost  or  pricing  data  when  the  contracting  officer  ditermines  that  adequate  price 
conmetition  exists.  However,  the  Federal  Acquisition  Regulation  does  not  prohibit  the 
AhrFotce  from  obtaiaing  noncertified  cost  data.  Because  of  the  differences  that  have 
existed  in  the  past  between  proposed  and  actual  costs  of  major  purchased  parts,  the  An 
Force  should  ask  for  cost  data  on  majcn  purdiased  parts  and  evaluate  those  data  until 
the  Air  Force  can  document  that  those  cost  differences  w  longer  exist.  Therefore,  to 
preclude  a  reoccurrence  of  the  issues  documented  in  tliis  report,  the  Air  Force  rnust 
obtain  cost  data  for  major  purchased  parts,  analyze  those  cost  data,  hold  discussions 
with  the  contractors,  and  request  best  and  final  offen  when  such  cost  analysis  shows 
that  a  more  frvorable  price  may  be  avaRable  to  the  Air  I'orce.  We  request  that  the  Air 
Force  provide  additional  comments  regwding  the  reornmnoidations  by  August  11, 
1997. 


Table  of  Contents 


Executiye  Summary  i 

Part  I  -  Audit  Results 

Audit  Background  2 

Audit  Objectives  2 

Summary  of  Hotline  Allegations  and  Results  3 

Contract  Pricing  of  Advanced  Medium  Range  Air-to-Air  Missiles  4 

Part  n  -  Additional  Information 

Appendix  A.  Scope  and  Methodology 

Scope  18 

Methodology  18 

Organizations  and  Indivkiaals  Visited  or  Contacted  19 

Management  Control  Program  19 

Appendix  B.  Summary  of  Postaward  Audits  Conducted  by  the  Defense 

Contract  Audit  Agency  20 

^>pendix  C.  Decreases  or  bicreases  in  Prj^sed  Material  Costs  22 

^^ndixD.  Advanced  Medium  Range  Air-to-Air  Missile  Quantities 

and  Unit  Costs  23 

Appendix  E.  Management  Comments  on  the  Finding  and  Audit 

Responses  24 

Appendix  F.  Report  Distribution  31 


Part  HI  -  Management  Comments 

Department  of  the  Air  Force  Comments  34 


For  official  use  only  data  and  WMhhig  hav^  been  deteted  firem  Uds  report. 


Part  I  -  Audit  Results 


I 


Audit  Results 


Audit  Background 


The  audit  is  a  result  of  Defense  Hotline  allegations  that  die  Air  Force  Air-to-Air 
Joint  System  Program  Office  did  not  negotiate  fair  and  reasonable  prices  for  the 
Advanced  Medium  Range  Air-to-Air  Missile  (AMRAAM)  and  that  oi^  of  the 
contractors  did  not  submit  current,  accurate,  and  ramplete  MSt  or  pricing  data. 
The  Navy  and  the  Air  Force  use  die  AMRAAM.  The  Air  Force  Air-t<>^ 
Joint  System  Program  Office  acquires  ABdRAA^s  from  the  Hughes  Missile 
Systems  Conqiany  (formerly  Hughes  Aircraft;  Conqpany,  Missile  Systems 
Group)  and  the  Rayt^n  Company.  All  production  contract  awards  have  been 
firm-fixed-price  contracts.  Throi^  FY  1996,  die  Air  Force  had  acquired 
7,342  AMfe\AMs  at  prices  totaling  $6.6  billion.  ■  Also,  from  FYs  1997  through 
2009,  the  Air  Force  plans  to  acquire  an  additidnal  3,713  AMRAAMs.  The 
Air  Force  estimates  that  the  3,713  AMRAAMs  wip  cost  $2.9  billion. 

The  Air  Force  acquired  the  AMRAAMs  in  l(its  of  production.  Throu^ 
FY  1996,  the  Air  Force  had  awarded  contract^  for  AMRAAMs  in  missUe 
production  Lots  1  through  10.  Lots  11  thrtogh  19  are  to  provide  the 
AMRAAMs  that  the  Air  Force  plans  to  buy  from  ^s  1997  through  2009. 


Audk  Objectives 


The  overall  objectives  of  the  audit  were  to  evaluate  the  effort  of  the  Air  Force 
to  negotiate  fair  and  reasonable  prices  for  AMRA^s  and  to  detnmine  whether 
the  contractors  provided  the  Air  Force  with  accurate,  current,  and  complete  cost 
or  pricii^  data.  We  also  evaluated  the  adet^iatw  of  the  management  control 
program  related  to  the  functions  reviewed.  See  A^ndix  A  for  die  coverage  of 
the  management  control  progi^  and  the  aw^t  scope,  methodology,  and 
organizations  and  individuals  visited  or  contacted. 
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Audit  Results 


Summary  of  Hotiine  AllegaticHis  aii4  Results 


Allegation:  The  Air  Force  did  not  negotiate  fair  and  reasonable  prices  for 

AMRAAMS. 

Substantiated:  The  Air  Force  can  in^roVe  its  process  for  negotiating  fair  and 
reasonable  prices  for  AId|RAAMs.  The  finding  in  this  report 
addresses  the  ^legation. 

Allegation:  One  of  the  AMRAAM  contractors  did  not  submit  current, 

accurate,  and  conqilete  co$t  or  pricing  data. 

Substantiated:  The  Defense  Contract  Audit  Agency  performed  postaward 
ffiiHifs  of  the  contracts  fori  the  production  of  AMRAAMs.  The 
audits  showed  that  the  iHu^s  Missile  Systems  Company 
(Hughes)  and  the  Raytheoh  Conqiany  (Raytheon)  did  not  always 
provide  the  Air  Force  wit^  accurate,  complete,  and  current  cost 
or  pricing  dida,  although  (he  dollar  value  of  the  discrepant  data 
was  not  large  in  conmariton  to  the  total  contract  value.  The 
Defense  Contract  Auut  Agency  recommended  price  reductions 

Ptocurement  Contracting  Office  has  recovered  the 

Additionally,  the  Defense  Contract  Audit  Agency  recommended 
price  reductions  of  **♦♦■•(**♦♦♦♦♦♦♦♦♦♦♦♦♦**♦*♦♦♦♦*♦**♦♦*♦ 

:  jjje  recommendations  with  *♦♦**♦♦♦ 
ggc  Appendix  B  for  a  summary  of 

the  audits. 
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Contract  Pricing  of  Advanced  Medium 
Range  Air-to-Au*  Missiles 

The  Air  Force  Air-to-Air  Joint  System  Program  Office  can  improve  its 
process  for  negotiating  contract  prices  for  Advanced  Medium  Rt^e  Air- 
to-Air  Missiles  (AMRAAMs).  Contr^t  negotiations  can  improve 
because  the  Air  Force  did  not  obtain  adequate  field  pricing  support, 
perform  the  cost  analyses  necessary  to  establish  fully  defensible 
negotiation  objectives,  hold  discussions  to  negotiate  lower  prices,  or 
request  best  and  final  offers.  The  Air  Force  did  not  obtain  the  support 
and  perform  the  analyses  because  the  contractors'  proposed  prices  for 
AMRAAMs  were  decreasing,  and  the  Air  Force  incorrectly  assumed  that 
those  price  decreases  indicated  that  the  contractors'  proposed  prices  were 
fair  and  reasonable.  As  a  result,  the  Air  Force  overpaid  about 
$41.1  million,  out  of  the  total  manufacturing  material  costs  of  ***** 

foj;!  2,343  AMRAAMs  for  Lots  5 
through  8  from  FYs  1991  through  1994.  If  the  Air  Force  could  obtain  a 
voluntary  refund,  it  could  put  ttiose  funds  to  better  use. 


Air  Force  Process  for  Awarding  Contracts  for  AMRAAMs 


Acquisition  Strat^.  The  Air  Force  established  a  dual-source  acquisition 
strategy  to  achieve  competition,  which  should  result  in  lower  prices  for 
AMRAAMs.  The  Air  Force  told  the  two  contmctors  that  it  could  divide  the 
annual  quantity  of  AMRAAMs  being  procured  between  the  two  contractors  or 
that  it  could  award  the  entire  quantity  to  one  contractor.  Through  Lot  10,  the 
Air  Force  divided  the  annual  procurements  of  AMRAAMs  between  the  two 
contractors. 

Contracting  Process.  The  Air  Force  used  the  negotiation  process  for 
awarding  firm-fixed-price  contracts  for  the  production  of  AMRAAMs. 
Specifically,  the  Air  Force  requested  proposals  from  the  two  contractors, 
obtained  field  pricing  support,  aiialyzed  proposed;  costs,  presented  the  results  of 
the  cost  analyses  to  a  souTce  selection  committee,  presented  recommendations  of 
the  source  selection  committee  to  the  appropriate  approval  authority,  and 
awarded  the  contracts  accordingly. 

The  extent  to  which  the  Air  Force  applied  that  process  varied  dependii^  on  the 
lots  that  it  was  acquiring.  For  Lots  1  through  8,  die  Air  Force  detemmed  that 
adequate  price  competition  did  not  exist.  For  Xx)ts  9  and  10,  the  Air  Force 
considered  that  adequate  price  competition  did  ei^ist.  The  contracting  officer's 
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Contract  Pricing  of  Adyanced  Medium  Range  Air-to- Air  Missiles 


deteimination  of  adequate  price  competition  meant  that  the  Air  Force  requested 
less  data  from  the  contractors  and  that  the  contractors  were  not  required  to 
certify  that  the  data  were  accurate,  current,  and  complete. 

Review  of  Proposed  Material  Costs.  Instead  of  requesting  field  pricing 
support  from  the  Defense  Contract  Audit  Agency  or  the  Defense  Contract 
Management  Command,  the  Air  Force  used  the  services  of  a  consulting  firm, 
Wallace  and  Conqiany,  for  analyzing  the  material  costs  that  the  contractors 
proposed  for  Lots  4  throu^  8.  Material  costs  represented  about  56  percent  of 
the  total  proposed  cost  of  an  AMRAAM.  Wallace  and  Company's  analy^ 
consisted  of  comparing  the  contractors'  proposed  costs  for  purchased  parts  with 
costs  that  the  contractors  proposed  for  the  same  parts  in  their  previous 
proposals.  Wallace  and  Company  made  the  analyses  for  purchased  parts  that 
maHp  up  70  percent  of  the  total  material  costs.  Also,  Wallace  and  Company 
trends  in  the  contractors'  proposed  costs  that  showed  diat  the 
proposed  material  costs  were  declining  from  lot  to  lot.  For  Lots  9  aiKl  10,  the 
Air  Force  continued  using  the  methodology  that  Wallace  and  Conq)any  used. 

The  Air  Force  did  not  use  the  services  of  Wallace  and  Company  after  Lot  8. 
Air  Force  officials  told  us  diat  it  did  not  renew  the  contract  with  Wallace  and 
Company  because  the  Air  Force  no  longer  r^ired  its  services.  Also, 
beginning  with  Lot  9,  the  Air  Force  stop|»ed  requiring  certified  cost  or  pricing 
data.  However,  Air  Force  officials  stated  that  they  may  require  the  contractors 
to  include  data  for  the  7Q  highest-valued  purchase  parts  in  their  proposals  so 
that  Air  Force  officials  could  evaluate  the  contractors'  proposed  costs  for  the 
major  items  of  purchased  parts.  The  Air  Force  appli^  die  process  to  both 
Hughes  and  Raytheon. 

Overall,  the  analyses  that  Wallace  and  Company  and  the  Air  Force  made 
generally  showed  continual  decreases  in  proposed  costs  for  material,  as  shown 
in  Appendix  C. 

Also,  the  overall  prices  for  AMRAAMs  had  decreased  on  each  lot.  As  shown 
in  Appendix  D,  the  unit  price  for  the  Hughes  produced  missile  declined  from 
miiiinn  in  1987  to  ♦♦**♦♦♦*  in  1996.  The  Raytheon  produced  missile 
declined  in  unit  price  from  ♦*♦*♦♦**  million  in  1987  to  ♦*****♦♦  in  1996. 

The  decreases  in  the  proposed  material  costs  and  the  prices  of  AMRAAMs 
contributed  to  the  Air  Force  decisions  to  accept  the  contractors'  proposed  prices 
for  all  contracts  awarded  from  Lots  5  through  10  without  discussions  or  requests 
for  best  and  final  offers. 
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Improvements  Needed  in  the  Negotiation  Process 


The  Air  Force  Air-to-Air  Joint  System  Program  Office  can  improve  ite  process 
for  negotiating  fair  and  reasonable  prices  for  AMRAAMs  because  it  did  nert 
obtain  adequate  field  pricing  support,  perform  adequate  cost  anafyses,  md 
discussions  to  negotiate  lower  prices,  or  request  best  and  final  offers.  Tm 
Air  Force  did  not  obtain  the  support  and  perform  the  analyses  because  the 
contractors'  proposed  prices  for  AMRAAMs  were  decreasing,  and  the 
Air  Force  incorrectly  assumed  that  those  price  decreases  indicated  that  the 
contractors'  proposed  prices  were  fair  and  reasonable. 


Field  Pricing  Support.  The  Air  Force  did  not  obtain  adeqiwte  field  pricing 
support.  Specifically,  the  Air  Force  did  not  follow  the  Air  Force  Federal 
Acquisition  Regulation  (FAR)  Supplement  in  its  analyses  of 
that  the  contractors  proposed.  Air  Force  FAR  Supplement  5315.805-5(SW), 
"Field  Pricing  Support,"  states: 


When  material  costs  are  based  on  quotes  or  estipites,  the  rantracting 
officer  should  request  the  auditor  or  administrative  contracting  officer 
(ACO)  as  q^ropriate,  to  verify  that  decrement  factor  information  is 
current,  accurate,  and  complete,  and  also  determine  if  proposed 
dfcrrinmt  factors  reflect  qpwific  experience  with  a  vendor  or  an 
average  decremoit  for  a  certain  comm^ty  or  commodity  group. 

The  contracting  officer  did  not  analyze  cost  decrements  between  the  contractore' 
proposed  costs  for  material  and  the  contractors'  actual  costs.  Also,  the 
contracting  officer  <fid  not  request  the  Defend  Contract  Audit  Agency  to 
evaluate  the  contractors'  cost  proposals  for  Lots  5  through  10. 

The  contracting  officer  explained  that  she  did  not  ask  die  Defense  Contrart 
Audit  Agency  to  evaluate  the  contractors'  proposals  because  Wallace  and 
Company  was  familiar  with  the  cost  elements  for  the  AMRAAM  and,  therefore, 
Wallace  and  Company  would  be  better  suited  to  evaluate  the  proposed  costs. 


Based  on  documentation  that  the  Air  Force  provided  to  us,  the  analysis  that 
Wallace  and  Company  performed  only  determined  that  proposed  costs  for 
materials  wcic  lowcr  than  material  costs  that  the  contractors  proposed 
previously.  Those  analyses  did  not  show  the  differences  between  what  the 
contractors  proposed  and  what  the  contractors  actually  paid  and  did  nm 
determine  or  verify  a  decrement  factor.  Those  differences  represented 
potentials  for  price  reductions  bad  the  AJr  Force  held  discussions  with  the 
contractors  and  asked  for  best  and  final  offers. 
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Cost  Analyses.  The  Air  Force  did  not  follow  the  Air  Force  FAR  Supplant 
in  its  analyses  of  the  material  costs  that  the  contractors  proposed.  An-  Force 
FAR  Supplement  5315.805-3(90),  "Cost  Analysis,"  states: 

Anticipated  decremeats,  or  decreiqent  factors,  are  the  historic^ 
differences  between  vendors'  and  subcontractors'  proposed  pnces  and 
the  actual  prices  negotiued  with  th<|)8e  vendors  and  subcontractors, 
e.g.,  the  historical  average  dcoemeht  for  a  specific  vendor  or  the 
average  decrement  for  a  certain  coinmodity  or  commodity  groiq>. 

When  performing  cost  analysis  on  ntaterial  costs  ba^  on  q^es  or 
estimates,  the  contracting  officer!  should  consider  anticipated 
decrements,  or  deoement  factors,  that  may  be  achieved  by  the 
contractor  when  the  contractor  subs^uently  negotiates  the  purchase 
order  or  subcontract.  If  a  contracjtor  d<^  not  include  decrement 
factor  informatimi  in  its  initial  cost  ior  pricing  data  submissimi,  the 
officer  should  not  rely  on  a  subsequent  finding  of 
defective  pricing  but  du>uld  specifically  request  decrement  factor 
information  to  conduct  a  meaningful  ^ysis. 

Huehes’  proposal  for  Lot  6  included  a  decrement  factor,  however,  that  prop^ 
waTSe  only  proposal  from  Hughes  that  bcluded  a  decrement  factor.  HughM 
proposed  a  decrement  factor  of  ♦^♦’^rcenjt.  Based  on  a  companson  of  proposM 
and  costs,  we  estimated  that  a  de^ment  factor  of  percent  would 
have  been  mM*  appropriate.  The  Air  F^rce  did  not  analyze  the  ^rcent 
decrement  factor  that  Ihigbes  proposed.  Furthermore,  the  Air  Force  did  not 
obtain  data  fw  any  of  the  othe|r  Hughes  cost  proposals.  In  addition, 

the  Air  Force  did  not  obtain  decrement  data  from  Raytheon. 

Discusskms  With  Best  and  Final  Offers.  The  Air  Force  did  not  hdd 
discussions  with  the  contractors  to  n^tiate  lower  prices  or  request  w 
contractors  to  provide  best  and  final  (^ers.  The  Air  Force  did  not  hold 
discussions  of  prices  witii  the  contractors  pr  request  best  and  final  offers  bec^ 
it  was  not  aware  that  lower  prices  were  ppssible.  If  the  Air  Fwce  had  obtainra 
field  pricing  support  and  perfotaed  adequate  cost  analyses,  it  would 
have  tmown  that  lower  {nices  were  possiwe. 


Evaluation  of  the  Air  Force  Revieif  of  Material  Costs 


We  conqiared  the  contractors'  proposed  costs  with  the  contractors’  actual  co^ 
for  40  of  the  highest  valued  parts  in  Lo4  5  through  8.  Our  comparison  of  the 
contractors'  moposed  costs  with  their  act^  costs  did  not  include  Lots  9  and  10 
bccBUSC  acttial  cost  dfttR  were  not  avRilabjle  Rt  the  time  tbEt  we  conducted  fludU 
verification  work.  The  differences  between  proposed  and  actual  costs  could 
continue  in  Lots  9  and  10.  Therefore,  the  Air  Force  should  make  reviews  of 
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Lots  9  and  10  to  determine  the  differences  betwwn  proposed  and  actu^  costs 
for  major  iteins  of  purchased  parts.  If  significant  differences  exist,  the 
Air  Force  should  requ^t  voluntary  refunds. 

Material  Costs  Proposed  for  Hughes.  While  the  prices  on  each  lot  decreased, 
the  Air  Force  may  have  achieved  even  greater  decreases  in  prices  from  Hughes 
through  a  mote  thorou^  analysis  of  the  proposals,  discussions  with  the 
contractor,  requests  for  best  and  final  offers.  If  the  Air  Force  had  taken 
diose  three  actions,  it  may  have  reduced  the  contract  prices  by  as  much  as 
$41.6  million.  We  computed  the  $41.6  million  potential  price  reduction  for 
Hughes  Lots  5  frirough  8  by  comparing  the  pressed  costs  of  the  40  highest- 
valued  parts  in  each  lot  with  actual  costs  of  the  same  p^.  In  each  lot,  the 
contractor's  proposed  material  costs  were  significantly  higter  than  &e  actual 
costs  to  the  contractors.  Table  1  and  Figure  1  summarize  the  differences 
between  proposed  and  actual  material  costs. 


Table  1.  DifferoKes  Between  Proposed  and  Actual 
Material  Costs  for  Hughes 


Proposed 

Actual!  . 

Difference 

Lot  52 

He  1|I «  4c  ]|| «  «  He «  ♦  4c  4( 

Lot  63 

s|c3|c  a|c])c  4c  4c  4(  4t  ♦  4c4c4c  4c  4( 

Lot  72 

4c  4c  4(  4(  4c  4(4c4c  4c4(  4c  4(  4c  4c 

Lot  82 

4c  4c  4c  4c  4c  4c  4(  4(  4(  4c  4c  4(  4c  4( 

Total 

■*****CJ******** 

iWe  derived  the  actual  prices  from  the  contractor's  cost  accounting  system. 

2We  based  the  costs  for  Lots  5,  7,  and  8  on  a  quantity  of  450  AMRAAMs. 

3We  based  the  costs  for  Lot  6  on  a  quantity  of  800  AMRAAMs. 

Based  on  the  analysis,  we  concluded  that  the  Air  Force  would  realize  potential 
monetary  benefits  of  ^1.1  million  ($41.6  million  minus  $0.5  million  in  refunds 
for  defective  pricing)  for  various  prior  year  accounts  if  it  successfully  pursued  a 
voluntary  refimd. 
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For  Official  Use  Only  Figure  Removed 


Figure  1.  Proposed  Versus  Actual  Material  Costs  for  Hughes 

The  differences  between  the  proposed  material  costs  and  those  actually  paid  by 
the  contractor  represent  the  amount  of  excessive  prices  that  the  Air  Force  paid 
and,  in  turn,  contributed  somewhat  to  additional  profit  to  the  contractor.  We 
also  recognize  that  the  merger  of  the  General  Dynamics  Missile  Division  with 
the  Hughes  Missile  Systems  Company,  in  August  1992,  may  have  also 
contributed  to  the  additional  profit.  Table  2  summarizes  the  differences 
between  proposed  and  actual  prorits  for  Lots  S  and  6. 


Table  2.  Profit  for 

Hughes 

Percent 

Percent 

Percent 

Proposed 

Actual 

Comolete* 

** 

*Lots  7  through  8  were  not  at  a  completion  stage  in  which  a  valid  actual  profit 
percentage  co^d  be  confuted. 

Material  Costs  Proposed  for  Raytheon.  We  performed  a  similar  analysis  for 
Raytheon.  However,  significant  discrepancies  between  ^  proposed  and  actual 
costs  of  material  were  not  evident.  Table  3  and  Figure  2  summarize  the 
differences  between  proposed  and  actual  material  costs. 
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Lot  52 
Lot  63 
Lot  72 
Lot  82 
Total 


Table  3.  Differoices  Between  Proposed  and  Actual^ 
Material  Costs  for  Raytheon 

Proposed  Actual _ 


4i4i4c4c4i***4t4ii|(* 

4i*>li4i4t4i4>i|t4(4t4t4i 


4c4i4»f(tK)k«a|t4(4(4(« 

4(4c4i4c4t4(4c*f4(4(4( 

4c4c4(4i**4t%^*>|(« 

4i4t4f4(4c4t***^4t* 
- - - h— 


4i4c4i*i|(*4»|i>|(4t4»lt 

4i4i4t*4t**«4(4(4(* 

4c*4(4i*4t«>K«4(** 

4c*4(**4t*4t***4( 


tWe  derived  the  actual  prices  from  the  contractor’s  cost  accounting  system. 
2We  based  the  costs  for  Lots  5,  7,  and  8  on  a  quantity  of  450  AMRAAMs. 
3We  based  the  costs  for  Lot  6  cm  a  quantity  of  80^  AMRAAMs. 


For  Official  Use  Only  Figi^re  Removed 


Figure!.  Proposed  Ymus  Actual  Material  Costs  f<H:  Raytheon 
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Table  4  giimmariygs  the  differences  between  proposed  and  actual  profits  for 
Lots  S  and  6. 


Lots 
Lot  6 


Table  4.  Profit  for  Raytheon 


Percent 

Percent 

Percent 

Proposed 

Actual 

Ccmpklg 

«>•< 

** 

Opportunities  to  Lower  Future  Prices 


The  Air  Force  could  obtain  lower  prices  for  AMRAAMs  in  the  future  by 
thoroughly  evaluating  tte  contractors'  pri^sals,  eq[>Mially  decrement  factors. 
The  opportunities  for  the  Air  Force  to  ob^i  lower  prices  will  occur  during  the 
negotiations  of  prices  for  Lots  11  dirov^  19  for  FYs  1997  forough  2009. 
During  that  period,  die  Air  Force  plans  to  acquire  3,713  AMRAAMs,  estimated 
to  cost  $2.9  billion.  The  fact  that  the  coveting  officer  det^mined  that  price 
competition  was  adequate  does  not  prjeclude  the  contracting  officer  from 
requesting  any  data  ft^  die  contractors  and  performing  any  analysis  deemed 
necessary. 


Summary 


By  not  requesting  adequate  field  pricing  ^^port  or  because  of  inadequate  cost 
analyses,  the  Air  Force  missed  oppoiUimties  to  obtain  price  reductions  dud 
could  have  totaled  $41,393,171.  If  Wallace  and  Company  or  the  Government 
had  performed  proper  cost  analyses,  the  difference  would  have  been  apparent 
and  would  have  spawned  discussions  add  requests  for  best  and  final  offers, 
which  may  have  resulted  in  reduced  priced. 

To  date,  the  Government  has  recovered  ♦♦*♦*•**♦♦***♦**♦*•♦  based  on 
Defense  Contract  Audit  Agency  reconi^endations  resulting  from  defective 
pricing  of  material.  However,  that  amomt  does  not  adequately  represent  the 
add^cost  to  the  Government  because  ♦♦p****************************** 
*«**iii<k**iic***«*«*^  and  Wallace  and  Conq)any,  the  suf^rt  ctmtractor,  did  not 
adequately  assess  the  proposed  costs  ofTmaterial.  'nuMcfore,  the  Air  Force 
should  request  a  voluntary  refund  of  $41,095,150,  as  shown  in  Table  5. 
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Tables.  Request  for  Voluntiury  Refund 
Total  missed  opportunities  $41 ,593, 171 

Amount  recovered  (498.0211 

Total  Refund  to  Request  $41,095,150 


Management  Comments  on  the  Finding 


The  Director,  Air  Superiority  Weapons,  Air  Fcvce  Program  Executive  Office 
for  Weapons,  commented  on  the  draft  report  foij  the  System  Program  Director 
for  the  Air-to-Air  Joint  System  Program  Office.  The  Director  took  exception 
with  various  facts  and  audit  conclusions  presente4  in  the  draft  report.  We  made 
changes  to  the  report  based  on  Ae  comments  wh^  appropriate.  The  Director' s 
detailed  comments  and  the  audit's  detailed  respojnses  are  in  Appendix  E.  The 
full  text  of  the  Director's  comments  is  in  Part  in. 


Recommendations,  Management  Comments,  and  Audit 
Responses 

We  recommend  that  the  System  Program  IMrcjctor  for  the  Air-to>Air  Joint 
System  Program  Off^  direct  that  the  Procurdnent  Ctnaracthig  Officer  for 
the  Advanced  Medium  Range  Air-to-Air  hfissilp: 

1.  Request  a  voluntary  refund  from  ^e  Hughes  Mbsile  Systems 
Company  for  $41,095,150,  uriiich  is  the  amdunt  that  proposed  matnial 
costs  exceeded  actual  materhd  costs,  adljusteq  by  recoveries  for  defective 
pricing  for  Lots  5  through  8. 

Management  Comments.  The  Director,  Air  Si^riority  Weapons,  Air  Force 
Program  Executive  Office  for  Weapons,  provi(^  comments  for  the  System 
Program  Director  for  the  Air-to-Air  Joint  System  Prograni  Office.  The 
Director  nonconcurred  with  the  recommendation  Ibecause  the  Air  Force  did  not 
agree  that  the  contract  prices  for  AMRAAMs  \Vere  excessive.  The  Director 
stated  that  substantial  changes  occurred  during  th4  performance  of  the  contracts. 
Therefore,  comparison  of  any  original  proposal  I  data  actual  performance  data 
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must  reconcile  the  numerous  changes,  including  quantity  changes,  to  be  valid. 
The  changes  included  quantity  changes  for  three  AMRAAM  configurations, 
configuration  changes,  and  numerous  engineering  change  proposals  and  value 
engineering  change  proposals. 

Audit  Response.  The  Director  should  reconsider  his  decision  to  not  request  a 
voluntary  refund.  The  fact  that  Hughes  diarged  the  Air  Force  exwssive  prices 
for  ANOlAAMs  is  well  documented  in  this  report.  The  prices  that  the 
Air  Force  and  Hughes  negotiated  were  partially  ba^  on  the  proposed  costs  of 
the  major  purchased  parts  of  the  AMRAAM.  This  report  shows  that  Hughes 
generally  procured  the  parts  at  costs  that  were  less  than  it  proposed.  Therefore, 
the  logical  conclusion  is  that  if  the  costs  upon  which  the  prices  were  based  were 
overstated,  then  the  prices  were  overstated.  Our  review  compared  the  unit  costs 
that  the  contractors  proposed  for  major  purchased  parts  with  the  unit  costs  that 
the  contractors  actually  paid  for  the  same  parts  for  die  same  lots.  Therefore,  die 
changes  that  the  Director  is  referring  to  would  not  significandy  impact  the 
results  of  our  analysis  at  the  low  level  of  detail  that  our  review  covered.  The 
Director  refers  to  "...  numerous  changes  including  qi^tity  changes.  ..." 
The  fact  is  diat  Lots  5  and  6  did  not  have  quantity  or  mix  of  models  changes. 
For  Lots  7  and  8,  the  mix  of  AMRAAM  models  changed  some,  but  die  total 
quantity  procured  did  not  change.  For  Lot  7,  849  B  model  Ah®AAMs  were 
changed  to  826  B  models  and  23  C  models.  For  Lot  8,  die  contract  was 
originally  for  80  B  models  and  433  C  models  and  was  changed  to  82  B  mo^ls 
and  431  C  models.  Those  changes  will  not  have  an  impact  on  our  comparison 
of  proposed  and  actual  unit  costs  of  major  purchased  parts.  We  cpestion 
whether  value  engineering  change  proposals  would  have  affected  our  an^ysis. 
However,  we  request  that  the  Director,  in  response  to  this  report,  provide  us 
details  of  any  case  in  which  a  value  engineering  change  proposal  resulted  in  a 
reduction  of  the  unit  cost  of  a  major  purcha^  part  between  the  time  that 
Hughes  proposed  the  unit  cost  and  the  last  procurement  of  that  part  for  the  lot. 
The  Director's  detailed  comments  for  changes  from  the  contractor's  proposals  to 
actual  contract  performance  and  our  detail^  responses  to  those  comments  are  in 
Appendix  E. 

2.  Review  Lots  9  and  10  for  both  the  Hughes  Missile  Systems 
Company  and  the  Raytheon  Company  to  determine  whether  the 
contractors'  proposed  costs  for  mnjor  items  of  purchased  parts  exceeded 
the  actual  costs  and  request  voluntary  refunds  in  those  cases  in  whidi 
proposed  costs  signifiomtiy  exceeded  the  actual  cost. 

Management  Cmmnents.  The  Director  nonconcurred,  stating  that  the 
Air  Force  performed  price  anal;^ses  of  the  proposals  and  awarded  the  contracts 
without  discussions  consistent  with  FAR  guidance. 
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Audit  Response.  We  request  that  the  Director  reconsider  his  response  anti 
provide  conunents  to  the  final  report.  A  ccMparison  of  the  contractors 
proposed  unit  costs  for  major  parts  with  the  cosu  that  the  contractors  actually 
for  the  parts  could  only  be  beneficial  to  thei  Air  Force.  If  the  differences 
between  proposed  and  actual  costs  are  small,  su^  a  review  will  document  that 
the  Air  Force  did  a  good  job  of  price  analysis.  Ijf  die  difference  are  large,  the 
Air  Force  can  use  fliat  information  for  future  cdntract  negotiations.  Based  on 
the  differences  between  the  proposed  and  actual  ^osts  for  Lots  5  dirough  8,  we 
continue  to  believe  that  the  Air  Force  should  review  die  actual  costs  of  major 
purchased  parts  for  Lots  9  and  10.  The  informa^on  obtained  will  be  needed  in 
die  awarding  of  later  contracts  for  AMRAAMs. 

3.  Take  the  following  actions  in  the  award  of  future  contracts  for 
the  Advanced  Mediiun  Range  Air-to-Air  Missi^: 

a.  Request  the  contractors  to  provide  cost  data  for  the  nudor 
items  of  proposed  purchased  parts. 

b.  Analyze,  with  the  assistance  cif  the  Defense  Contract  Audit 
Agency  and  the  amninistrative  contracting  officer,  the  contractors' 
proposed  material  costs,  especially  decronent  Victors. 

rnmments.  The  Director  inonconcurred  with  the 
recommendation.  The  Director  stated  that  thje  recommendatioia  regarding 
future  negotiation  strategies  are  not  applicable  tcj  a  mature  production  program 
that  has  adequate  price  competition,  because  adequate  price  competition  means 
that  cost  or  pricing  data  are  not  required.  The  director  further  stated  d»t  the 
aihmissinn  of  unnecessary  cost  data  is  in  direct  conflict  with  the  FAR  guidance 
and  would  place  an  additional  burden  on  the  contoctors,  which  would  translate 
into  higlur  bid  and  proposal  costs.  The  Director  also  stated  that  in  Lot  11,  the 
Air  Force,  with  the  concurrence  of  the  D<fense  Contract  Management 
Command,  streamlined  the  price  proposal  down  by  98  percent,  pie  Air  Force 
eliminated  the  requirement  for  submission  of  cost  data  for  major  purchased 
parts.  That  initiative  as  well  as  other  streamlinng  initiatives  reduced  bid  and 
proposal  costs  by  67  and  33  percent  for  Hughes  sii^  Raytheon,  respectively.  In 
addition,  the  Director  stated  that  FAR  15.804-1,  ^Prohibition  on  Obtaining  Cost 
or  Pricing  Data,"  states  that  cost  or  pricing  idata  are  not  required  if  the 
contracting  officer  determines  that  agreed-upon  [prices  are  based  on  adequate 
price  competition.  Lots  9,  10,  and  11  were  dejtennined  to  be  awarded  under 
adequate  price  competition. 

Audit  Response.  We  disagree  with  the  Director's  position.  We  agree  that 
certified  cost  or  pricing  data  should  not  be  obtai^  when  the  contracting  officer 
Hfttftrmines  that  adequate  price  competition  exisp.  Althtmgh  the  AMRAAM 
production  program  is  mature,  the  facts  presented  in  tte  report  necessitate 
requiring  that  the  contractors  provide  information  to  the  Air  Force  to  die  extent 
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necessary  to  determine  die  reasonableness  of  the  prices.  That  procedure  is 
prescribed  in  the  FAR,  Section  15.804-5,  "Requiring  Information  Other  Than 
Cost  or  Pricing  Data. "  Thus,  the  Air  Forpe  can  still  obtain  cost  data  as  needed 
to  ensure  that  the  prices  are  fair  and  reasonable.  Although  the  FAR  does  not 
require  the  Air  Force  to  obtain  cost  when  the  contracting  officer  Im 
determined  that  adequate  price  competition  exists,  the  FAR  does  not  prohibit 
obtaining  such  data.  Because  of  the  diffi^reni^s  between  proposed  and  actual 
costs  of  major  purchased  parts  that  have  existed  in  the  past,  the  Air  Force 
should  ask  for  cost  data  on  major  purchased  parts  and  evaluate  those  data  until 
the  Air  Force  can  document  that  the  cojst  differences  ih>  longer  exist.  We 
continue  to  support  streamlining;  however,  streaming  should  not  obviate  die 
Government’s  need  for  visibility  to  obtain  the  best  possible  prices.  The 
reduction  in  bid  and  proposal  costs  is  gocjd;  however,  it  has  no  relationship  to 
the  Air  Force  paying  umuMsded  amounts  for  material.  We  nmintain  that  ^ 
recommendation  is  valid  and  request  that  the  Director  reconsider  his  position 
and  provide  comments  to  the  tinal  report. 

c.  Hold  discussions  of  pri(^  with  the  contractors  and  request 
the  contractors  to  provide  best  and  mi^l  offers  in  those  cases  in  which  the 
analysis  shows  t^t  lower  prices  may  be  Available  to  the  Air  Force. 

Management  Comments.  The  Director  nonconcurred  with  the 
recommendation.  The  Director  stated  i  that  award  without  discussions  is 
consistent  with  FAR  guidance  when  dip  award  has  no  outstanding  issues. 
Specifically,  FAR  15.6,  "Source  Selection!,"  and  Appendix  AA-102,  "Objective 
of  the  Major  Source  Selection  Process,”  jto  the  Air  Force  Federal  Acquisition 
Regulation  Supplement,  requires  that  thei  source  selection  be  conducted  in  a 
manner  that  is  the  least  complex.  The  ^  Force  believes  that  award  without 
discussions  is  a  very  powerful  tool  to  minimize  proposal  costs  of  the  contractor 
and  stai^g  cost  to  Ae  Government.  In  |addition,  the  mere  fact  of  requesting 
best  and  fi^l  offers  does  not  necessarily  ti|anslate  into  more  favorable  prices  for 
the  Government. 

Audit  Response.  We  disagree  with  the  D|rector's  position.  We  agree  with  the 
Director  t^t  award  without  discussion  is:  consistent  with  FAR  guidance  when 
the  award  has  no  outstanding  issues.  Hc^ever,  this  repoit  documents  pricing 
issues  for  production  Lots  5  through  8.  therefore,  to  preclude  a  reoccurrence 
of  the  issues  documented  in  this  report,  thje  Air  Force  must  obtain  cost  data  for 
major  purchased  parts,  analyze  &ose  cbst  data,  hold  discussions  with  the 
contractors,  and  when  needed,  request  bjest  and  final  offers  when  such  cost 
analysis  shows  that  a  more  favorable  pricb  may  be  available  to  the  Air  Force. 
We  are  not  suggesting  tiiat  the  Air  Force  ^uire  cost  data  for  the  total  contract; 
we  are  only  recommending  that  the  Air  force  obtain  cost  data  for  the  major 
purchased  parts  of  the  AMRAAM.  We  ag^  that  the  source  selection  should  be 
conducted  in  a  manner  that  is  the  least  Complex.  However,  the  contracting 
officer  is  not  relieved  of  the  responsib^ty  to  determine  that  the  price  is 
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reasonable.  The  prices  that  Hughes  proposed  for  production  Lots  5  through  8 
were  greater  actual  costs.  We  re^piest  that  the  Duector  reconsider  his 
position  and  provide  c(»nnimts  to  the  final  report. 


16 


For  official  use  only  data  naridng  have  ben  ddeted  firom  this  report. 


Part  n  -  Additional  Information 


n 


Appendix  A.  Scope  and  Methodology 


Scope 


We  evalviated  the  Air  Force  negotiations  of  cojntract  prices  for  AMRAAMs. 
Our  evaluation  included  four  contracts  (hat  totaled  $2. 1  billion  for  AMRAAMs. 
More  specifically,  we  reviewed  the  top  40  most  costly  <»ntractor-pi^hased 
parts  for  production  Lots  5  through  8.  In  doing  so,  we  reviewed  the  Air  Force 
and  Wallace  and  Conq)any  analyses  of  materiali  costs,  compared  the  Hughes- 
and  Raytheon-proposed  material  costs  to  the  contractors'  actual  costs,  am 
reviewed  the  postaward  audit  reports  on  audits  Urn  the  Defense  Cont^t  Audit 
Agency  performed  of  the  contracts  for  AMRAAMs.  Also,  we  reviewed  the 
management  controls  as  they  related  to  the  other  ^udit  objectives. 

In  evaluating  the  Air  Force  negotiation  process,  we  determined  that  actual  cost 
data  for  cost  elements  other  dian  material  were  not  readily  av^ble  from 
Hughes'  accouming  system.  Because  those  wta  were  not  available  from 
Hughes,  we  did  not  atten^t  to  obtain  die  data  jfirom  Raydimn.  As^  such,  we 
limitMt  our  detailed  evaluation  to  material  cost.  iThat  limitation  had  little  effect 
on  our  efforts  to  evaluate  the  Defense  Hotline  aUbgations  because  the  allegations 
dealt  only  with  material  costs. 


Methodology 


Use  of  Computer-Processed  Data.  In  our  review,  we  used  actual  mater^ 
costs  that  the  contractor's  computer  system  Generated.  We  evaluated  me 
accuracy  of  both  contractors'  computer-process^  cost  data  hy  comparing  the 
con^uter-processed  cost  data  to  the  original  sour^  documentation. 

Audit  Period  and  Standards.  We  performed  l^s  financial  related  a^t  from 
January  through  August  1996.  The  audit  was  m|Mle  in  accordance  widi  auditing 
standards  issued  by  die  ConqrtroUer  Gener^  of  the  United  States,  as 
implemented  by  the  In^iector  General,  DoD. 
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Organisations  and  Individuals  Visited  or  Ctmtacted 


During  the  Audit.  We  visited  or  contacted  individuals  and 
organizations  within  DoD,  the  Hughes  Missile  Systems  CooqMny,  and  the 
Raytheon  Company.  Further  details  are  available  upon  request. 


Management  Control  Program 


DoD  Directive  5010.38,  "Internal  Management  Control  Program,"  April  14, 
1987,*  req[uires  DoD  organizations  to  uhplement  a  conq>rehensive  system  of 
matiagftinfttit  cootTols  that  provides  reasonable  assurance  that  programs  arc 
operating  as  intended  and  to  evaluate  the  adequacy  of  the  controls. 

Scope  of  Review  of  Management  Control  Program.  We  reviewed  the 
adequacy  of  the  AMRAAM  Program  Office  managemrat  controls  over  ^ 
contract  award  process.  Specifically,  we  reviewed  the  i»ocurement  contractiim 
officer  controls  over  performing  material  cost  anises.  We  reviewed 
management's  self-evaluation  applicable  to  those  controls. 

Adequacy  of  Management  Controls.  The  AMRAAM  Program  Office  had 
managftfwftnt  contTols  foT  the  conttact  award  process  to  ensure  that  sufficient 
analyses  of  proposed  material  costs  were  performed.  However,  die  AMRAAM 
Program  Office  management  did  not  adequately  follow  the  controls  as  stated  in 
the  Air  Force  FAR  Supplement  5315.805,  "Proposal  Analysis." 
Recommendations  1.  and  2.,  if  inq)lement^,  could  result  in  a  potenhd 
monetary  benefit  of  more  than  $41.1  million.^  Recommendation  3.,  if 
implemented,  could  put  the  Government  in  a  position  to  obtain  more  favorite 
prices  on  future  AMRAAM  missiles.  However,  we  could  wt  determine  ^ 
because  the  amount  depends  on  the  cost  of  material  and  quantities 
procured  for  ^h  year's  lot  buy. 

Adequacy  of  the  Program  Office  Sdf-Rvalurtion.  The  AMRAAM  program 
officii  identified  contracting  as  part  of  an  assessable  unit  and,  in  our  (^inkm, 
correctly  die  risk  associated  wi^  contracting  m  moderate.  Howev«, 

in  its  evaluadon,  program  office  officials  did  not  ident^  the  specific  material 
managwuienf  control  weaknesses  identified  by  the  audk  because  the  program 
office  evaluation  covered  a  much  broader  area  dian  this  audit  covered. 


*DoD  Directive  5010.38  has  been  revised  as  "Management  Control  (MC) 
Program,"  August  26,  1996.  The  audit  was  performed  under  the  April  1987 
version  of  t^  directive. 
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Appendix  B.  Summary  of  Postaward  Audits 
Conducted  by  the  Defense  Contract  Audit  Agency 

During  the  last  5  years,  the  Defense  Contract  Audit  Agency  (DCAA)  issued 
eight  reports  on  postaward  audits  of  contracts  that  the  Air  Force  awarded  to  the 
Hughes  Missile  Systems  Company  and  the  Raytheon  Company  for  AMRAAMs. 


Hughes  Missile  Systems  Company 

DCAA  Report  No.  3761-95A42010004,  "Report  on  Postaward  Audit  of 
AhHtAAM  Lot  8  Missile  Production  Modification  No.  POOOlO  to  Contract  No. 
F08626-93-C-0007,"  September  29,  1995,  concluded  that  **♦♦♦♦*♦*♦♦♦♦♦*♦♦♦ 

DCAA  Report  No.  3761-94A42010002,  "Report  on  Postaward  Audit  of 
AMRAAM  Lot  7  Missile  Production  Contract  No.  F08626-93-C-0007," 
September  29,  1995,  concluded  that  ♦♦♦♦♦*♦♦+**♦*♦♦♦*♦♦♦♦***♦**•♦**♦**♦ 

DCAA  Report  No.  3771-93H42010001,  "Report  on  Postaward  Audit  of  Cost  or 
Pricing  Data  Contract  No.  F08626-91-C-0038,  AMRAAM  Lot  6  Missile 
Production,"  September  30,  1993,  states  ♦♦♦♦♦***♦*♦♦**♦*♦♦*♦*♦♦♦♦♦♦♦*♦** 

iltjIciH^iifali^lcic^i^itaitiiiJicsii^tiitiiciltiltiltiltiltiltiltilKiKiliilt^ilt^iitiitiitiitiltiitiitiltiltiltittiitiitiltiitiitiltiltiltiltiltiltiltiltiiiiltilt^i^iK^iltiitilt^^ 

iii]|c)^%]|t^)ic4ti|ciic«]|c%iii4iii(iici|ci|ii|(4i««]it]itj|c4ti|c]|()|c«4t)|tif(ii(iki|tiiciiti|(iitiit>Kii(4t)iiaitit()|cj|c3ft)|ti|c4ts|t)ii4i]ics|i4(iiciit4t]|(aK 

i^4iitf>|ci|ti|c3|ci|tj|i)|ti|is|fiitifci|(i|ciHi|i4tii(ii(>ic4iitti|tii(4t#i|«4ti|(i|(iit4(ii(i|tif<ii(iit«kiitii(i|(ii(%if(ii(*f(4tiitiitif(iit4iiiti|t>fti|(ifi4ti|tiiti|(i|ti|tiit 

4i««4ii|c« 

DCAA  Report  No.  3771-93H42098006,  "Report  on  Postaward  Audit  of  Cost  or 
Pricing  Data  Contract  No.  F08626-91-C-0038*  AMRAAM  Lot  5  Missile 
Production,"  September  27,  1993,  states  that  *♦**♦♦♦♦♦*♦♦***♦**♦**♦♦♦♦♦♦♦ 

4cj|c4i4iiitit(i|tii(4t4ti|citti|ti|t>|t4t4i4tiiti|t4ti|(iit>|ti|t>it>ttiiii|tiii4t*>iiiftii‘iitiiti|ti|tiiti|tiiti|tiit>l(i|ti|ti|t4t*iltii(*4ii|talt*4i4(4t>tiiitHi4ii|(i|( 
4c^3|c  4e^  4t  3fi3|ciit4t4tii(iiiiit>i(4(i|t  iit>lt>iiiiti|tii(it(  4(  ii(  ii(ii(i|ii|(i|<4ti|tiitiK4(i|t  >|tii(  ii(i|iii(i|t>|ti|>i|<it(4(i|iiii4i4ti|(>|i  i|i>|(ii(iiti|t>l>4(4tait 
4(ii(]ii4(4tiitiitiitifc4ii|ti|tiit%>|tiiti|(>|t4t>it4(*ik4tifti((iit4ti|titt4ti|(%iiti<ti|tiiti|ti|t%4tiitiitifti|tiK4t4ti|(>|i4i4t4(i|t4ii|iiic4(4titti|(**4tii>ii( 
*4t4t4t4(iitiit>|ti(tiiti|(i|(iitai(ikiftii(i|(4iii(i|(it(iit4(a|t4tiii4t4i4tiki|t4tikitti|taitiitiiti|(4ti|ti|ti|ti|t>|(ii(i|t>i(ii(4>4ti|(4(i|(i|ii|ti|ti|t4(%4iiitii(4(# 

4i)iti|K4tiitii(4ti|tii(i|(itt>i(i|t>it>|ti|t4tiiti|tii(*iit>iti|t4(>ftiit*i|t4t>tti|t>iti|t>|t4(>|tiH)i(iita|t^>|(ii(i|(i|tiitiit>|(i|>*>|t>itiit**i|t^ 
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Raytheon  Company 

DTAA  Retrart  No  94L42010002,  "Posteward  Audit  of  AMRAAM  Lot  7," 

JSS*5S********************************************* 

♦♦♦♦♦♦♦♦♦♦♦♦♦♦♦♦♦♦♦♦♦♦**♦*♦**♦*********♦****♦*******’•'************* 

DCAA  Reoort  No.  95L42010008,  "Posteward  Audit  of  AMRAAM  ^t  8," 

^^1SS^*SUS^************************************************** 

♦♦♦♦♦♦♦*♦♦♦♦♦♦♦*♦♦♦♦♦♦*♦♦***♦♦♦♦*♦*♦♦****♦******♦♦*♦************** 

♦♦♦♦♦♦ill******************. 

TCAA  Report  No. 

l^?5?SK2l*2S5»**M»5i»«*MM*’*"»e*»**»*****»*****”********* 

♦♦♦**********************♦♦♦♦*♦♦**•**♦'•"''***********'''************** 

♦♦♦♦♦♦♦♦********************************************************** 

♦♦♦♦♦**************♦******♦**♦****♦*♦*****, 

nrAA  Reoort  No  93L42010004,  "Posteward  Audit  of  AMRAAM  Lot  6," 
1^  stotes^t  ******♦*■•♦•♦♦♦♦♦♦♦♦*♦♦♦♦♦♦***♦♦*♦*♦♦*♦•♦ 
♦♦♦♦♦♦•♦♦*********************************’'‘**’'‘*''‘*****''‘*''‘*********** 
♦♦♦♦♦♦*♦****************♦****♦****♦*♦**♦*♦**♦♦*♦♦♦♦*♦**********♦♦♦ 
****************************************************************** 
♦♦♦♦♦♦♦♦***********************♦*♦*♦♦*♦♦♦♦***♦♦*♦♦**♦♦♦♦♦♦♦******* 
♦♦♦♦♦***********************♦**♦♦♦♦****♦*♦♦****♦**'"*************** 
♦♦♦♦♦♦♦♦♦♦*♦*♦*♦♦♦♦♦*♦**♦♦♦♦♦**♦♦♦*♦♦♦***♦*♦**♦*♦****♦************ 
♦♦♦♦♦♦♦******************************************''"'‘*''‘*****’'"'‘****** 
♦♦♦♦♦♦♦*********************************************************** 
♦♦♦♦♦♦♦♦****************************************'*‘***************** 
♦*♦******* 
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Appendix  C.  Decreases  or  Increases  in  Proposed 
Material  Costs 


Raytheon 

TpercenO 

Hughes 

('percent') 

Lot  4  to  Lot  5 

]|(:(C3|ti(caic3(e 

Lot  S  to  Lot  6 

Lot  6  to  Lot  7 

a|i4t4ci|i3|cHc 

Lot  7  to  Lot  8 

Lot  8  to  Lot  9 

4(i)t)ie]|t3ic3K 

Lot  9  to  Lot  10 

*Air  Force  officials  informed  us  that  they  did  not  do  a  detailed  analysis  of  the 
material  cost  increase  for  Lot  10.  Bas^  on  discussions  with  the  contractor, 
those  officials  provided  us  with  their  best  ^ess  that  the  increase  was  because  of 
accounting  procedural  changes  and  the  implementation  of  mandatory  value 
engineering  change  proposals. 
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For  Official  Use  Only  Table  Remoyed 
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Appendix  E.  Management  Comments  on  the 
Finding  and  Audit  Responses 


The  Director,  Air  Si^ieriority  Weapons,  Air  Force  Program  Executive  Office 
for  Weapons,  commeirted  on  the  draft  audit  report  for  the  Syst^  Program 
Director  for  the  Air-to-Air  Joint  System  Program  Office.  The  Director  took 
exception  with  various  facts  and  audit  conclusions  presented  in  the  draft  report. 
The  Director's  specific  comments  and  audit  responses  follow.  The  fiill  text  of 
the  Director's  comments  is  in  Part  m. 


Air  Force  Comment.  The  Director  stated  that  the  two  hotline  allegations  were 
not  substantiated. 


Audit  Response.  We  disagree  with  the  Director's  position  that  the  two  Iwtline 
allegations  were  not  substantiated.  The  allegation  tot  the  Air  Force  did  not 
negotiate  fair  and  reasonable  prices  for  AMRAAMs  is  discussed  in  detail  in  this 
report.  The  allegation  tot  the  AMRAAM  contractors  did  not  submit  current, 
accurate,  and  complete  cost  or  pricing  data  is  supported  by  the  Defense  Contract 
Audit  Agency  (DCAA)  ♦♦♦♦♦A*************************************. 


Air  Force  CiHoment.  The  Director  stated  tot  the  Air  Force  obtained  field 
pricing  support  from  the  offices  of  the  Defense  Contract  Management 
Command  at  both  Hughes  and  Raytheon.  Each  office  sent  a  senior  price  analyst 
to  Eglin  Air  Force  Base  to  assist  the  source  selection  team.  The  price  analysts 
used  additional  resources  from  their  home  offices  as  well  as  the  offices  of  the 
Defense  Contract  Audit  Agency  at  both  Hughes  and  Raytheon.  The  Di^tor 
further  stated  tot  a  determination  of  the  reasonableness  of  to  contract  prices  is 
not  conducted  at  each  element  of  cost  such  as  material.  In  a  fiim-fixed-price 
scenario,  to  determination  is  made  at  to  total  price,  which  reflects  all  elements 
of  cost,  not  just  material. 


Audit  Response.  We  disagree  with  to  Director's  statements.  A  cost  analyst 
from  to  Defense  Contract  Management  Command,  Defense  Plant 
Representative  Office,  Hughes  Missile  Systems  Company,  did  attend  sessions  of 
to  Source  Selection  Committee.  The  cost  analyst  told  to  auditors  tot  he  was 
requested  to  particqiate  for  to  purpose  of  providing  information  regarding 
Hughes  indirect  cost  rates  and  general  and  administrative  cost  rates  and  to 
method  tot  Hughes  used  to  present  to  cost  or  pricing  data  in  its  proposals.  He 
stated  tot  he  was  not  requested  to  and  did  not  participate  in  any  analysis  of  to 
material  costs  that  Hughes  proposed.  Also,  to  cost  analyst  denied  tot  he  used 
additional  resources  from  his  "home  office"  and  the  Defense  Contract  Audit 
Agency,  Hughes  Missile  Systems  Company,  Resident  Office. 
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We  agree  that  the  final  determination  of  price  is  at  the  total  price  level  and  not 
individual  cost  elements;  however,  analyses  of  individual  elements  of  proposed 
costs  should  contribute  to  the  determination  of  a  final  price.  We  also  disagree 
with  the  Director's  position  that  a  determination  of  the  reasonableness  of  the 
contract  prices  should  not  be  conducted!  for  each  elonent  of  cost,  such  as 
material.  For  Lots  5  through  8,  before  t^e  cont^ting  officer's  determination 
that  adequate  price  conqieti&n  existed,  cojst  or  pricing  data  were  required.  The 
FAR,  Section  15.805-1  (b),  states  that  "\^n  cost  or  pricing  data  are  required, 
the  contracting  officer  sh^  make  a  cost  a^ysis  to  evaluate  die  reasonableness 
of  individual  cost  elements."  The  FA^oes  not  require  a  cost  analysis  to 
evaluate  the  reasonableness  of  individual!  cost  elements  when  the  contracting 
officer  has  determined  that  adequate  pric^  conqietition  exists,  which  was  die 
case  for  production  lots  after  Lot  8.  Howjever,  die  FAR  does  not  prcdiibit  such 
an  analysis.  Bemuse  of  the  conditions  in  bur  audit  r^rt,  the  Air  Force  should 
determine  the  reasonableness  of  major  iten^s  of  material  costs  proposed. 

Air  Force  Conunent.  The  Director  stated  that  the  Air  Force  also  used  the 
services  of  a  consulting  firm,  Wallace  anq  Conqiany,  to  analyze  both  material 
and  labor  costs.  The  consulting  firm  performed  one  of  the  most  extensive 
analysis  efforts  ever  applied  to  a  DoD  program.  The  analysis  consisted  of 
maintaining  a  detailed  data  base  of  thou^mds  of  compcments.  The  data  base 
included  tte  contractors'  proposed  and  abtual  costs  for  die  components.  The 
data  base  allowed  the  Air  Force  to  compare  proposed  material  pnces  with  actual 
prices  for  the  previous  lots  in  making  its  p^ing  decisions. 

Audit  Respmise.  We  disagree  with  the  Director's  position  that  the  Air  Force 
obtamed  adequate  pricing  siqiport  from  Wallace  and  Conqiany.  An  Air  Force 
official  told  us  that  Wamute  aad  Company  provided  only  one  document  to  die 
Air  Force  regarding  Wallace  and  Conqmy's  analysis  of  proposed  material 
costs.  That  dotmment  was  a  one-i»ge  schedule,  for  eadi  lot,  that  conqiared  the 
contractors'  proposed  costs  for  major  purchased  parts  for  die  lots  being  analyzed 
with  the  contractors'  pr<^sed  costs  for  the  ^  previous  lot.  The 

Air  Force  did  not  provide  us  any  documents  that  showed  a  cooqiarison  of  the 
contractor's  proposed  material  costs  withjthe  contractor's  actual  material  costs 
for  the  same  lot.  We  are  aware  that  Wallace  and  Conqiany  maintained  a  data 
base  of  proposed  and  actual  costs  for  materials.  We  attenqMed  to  verify  the 
proposed  costs  shown  on  the  schedule  thqt  Wallace  and  Con^any  prqiar^  to 
the  data  base  that  Wallace  and  Company  established.  We  were  unable  to  trace 
the  proposed  costs  of  the  parts  from  the  scnedule  to  the  data  base.  Also,  no  one 
maintained  the  data  base  after  the  Air  For(te  terminated  its  contract  with  Wallace 
and  Conqiany  in  1994.  Therefore,  we  vijsited  Hughes  and  Raytheon  to  obtain 
proposed  and  actual  cost  data  for  our  conqjarison. 
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Air  Force  Conunent.  The  Director  stated  that  the  audit  incorrectly  assumed 
that  decrement  factors  were  not  included  in  the  contractors  proposals.  The 
Director  further  stat^  that  reports  of  postaward  audits  that  DCAA  conducted 
did  not  allege  that  decrement  factors  were  defective. 

Audit  Response.  Although  no  DCAA  final  audit  reports  state  that  ****** 
^l^^i0^t^t^i^l^!t^^t**^lt1^t>^l^**’¥***************  DCAA  stated  in  a  draft  report  that 

DCAA  Draft  Results  of 

Postaward  Audit  No.  3761-94A42010002,  Contract  No.  F08626-93-C-0007, 
"AMRAAM  Lot  VH  MissUe  Production,"  July  18,  1995,  states  that: 


For  Official  Use  Only  Quote  Removed 


In  its  response  to  tte  draft  audit  report  on  the  results  of  the  post-award  audit, 
the  Program  Office  did  not  specifically  address  the  allegation  that  Hughes  failed 
to  give  subcontractor  decrement  factors.  Instead,  the  Air  Force  disagreed  with 
the  DCAA  finding  because  the  DCAA  analysis  was  done  on  a  different  quptity 
of  migsilfis  than  was  used  for  the  bill-of-material.  The  issue  of  qualities  of 
missiles  does  not  bear  on  the  issue  of  decrement  factors.  DCAA  officials  told 
us  that  a  final  audit  report  did  not  include  the  matter  because  the  contracting 
officer  did  not  rely  on  the  cost  or  pricing  data  in  agreeing  on  a  price,  and 
therefore,  defective  pricing  was  not  an  issue. 

Air  Force  Comment.  The  Director  stated  that  the  Air  Force  data  base 
contained  actual  purchase  order  costs  from  prior  lot  purchases.  Those  data  were 
used  to  perform  the  cost  analysis,  imd  the  Air  Fbr^  did  not  keep  the  working 
papers  supporting  the  specific  cost  analysis.  The  Director  further  stated  that  the 
audit  description  of  the  Wallace  and  Company  analysis  faded  to  address  the 
comparison  of  actuals  to  date,  including  value  engineering  submittals  and 
quantity  offsets  for  variable  rate  quantities. 

Audit  Response.  An  Air  Force  official  told  us  that  the  only  document  that 
Wallace  and  Company  provided  in  support  of  the  analysis  of  material  costs  for 
the  source  selection  was  a  one-page  document.  The  documem  showed  a 
comparison  of  the  contractors'  proposed  costs  for  specific  parts  with  the  costs 
proposed  for  the  same  part  for  the  previous  production  lot. 
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Air  Force  Comment.  The  Director  stated  that  the  requests  for  proposal  for 
Lots  5  through  8  required  the  offerers  to  give  decrement  factors  for  all  material 
and  subcontractor  costs,  and  die  proposalslwould  contain  decrement  factors. 

Audit  Respoiue.  During  our  audit,  vp  determined  that  the  cont^tors 
submitted  decrement  factors  for  only  lx>t  p,  not  Lots  5,  7,  and  8  as  the  Director 
stated. 

Air  Force  Comment.  The  Director  stated  the  audit  analysis  was  riot  valid 
because  the  analysis  cmnpared  proposed  material  costs  at  one  quantity  widi 
actual  material  cost  at  a  (Afferent  quantity. 

Audit  Respmuie.  We  disagree.  Our  analysis  of  material  costs  was  adjus^  for 
the  differences  between  proposed  quai  ttities  and  purchased  quantities  of 
AMRAAMs.  Additionally,  we  obtained  tlie  proposed  and  actual  costs  from  the 
contractors  and  tte  iqipticable  offices  ol  the  Defense  Contract  Management 
Command.  Moreover,  contractor  officials  and  Defense  Contract  Management 
Command  officials  reviewed  our  analyses  for  the  accuracy  of  the  data. 

Air  Force  Comment.  The  Director  comments  included  a  table  that  showed  that 
Hughes'  actual  costs  of  materials  for  Lots  S,  6,  7,  and  8  exceeded  Hughes' 
planned  costs  by  $44.7  million.  The  Dilator  used  die  Functional  Cost  Hour 
Reports  to  prepare  the  table.  The  planW  material  costs  were  taken  frmn 
Hughes'  initial  rqiort  for  each  lot  that  slmwed  Hugh^'  anticipated  cost  based 
on  actual  award  quantity  and  price.  The  ^tual  material  costs  were  t^n  from 
the  lak  report  for  each  lot,  wmch  contained  actual  costs  up  to  that  point  in  time 
with  estimated  costs  to  oniqiletion.  See  m  of  this  rqiort  f«r  the  table. 

Audit  Response.  The  Director's  schedulq  does  not  compare  proposed  material 
cost  widi  actual  material  costs  as  we  didj  in  this  report.  Tie  costs  under  the 
caption  "Planned"  is  planned  costs,  nqt  prcqxised  costs.  The  contractor 
prepared  its  Functional  Cost  Hour  Repojrts  after  the  contracts  were  signed. 
Therefore,  at  die  time  the  contractor  jirepared  the  rqiorts,  it  may  have 
completed  negotiations  with  its  suppliers  ^  may  have  kcewn  the  actu^  costs 
of  the  parts.  In  regard  to  the  costs  under  tjbe  caption  "Actual,"  the  costs  are  not 
actual  but  include  estimates  of  costs  that  the  contractor  had  not  incurred.  Those 
estimates  of  costs  to  be  incurred  wete  *♦♦♦*♦*♦***♦♦♦♦♦♦♦♦****♦♦*♦* 

6,  7,  and  8,  reflectively.  Also, 
the  "Actual"  costs  included  costs  related  t(^  uiqilaimed  procurements  of  material 
for  tooling  and  engineermg,  which  were  rot  included  in  the  "Planned"  costs. 
Our  review  was  limited  to  the  cost  of  material  for  manufactui^.  Therefore, 
the  Director's  comparison  does  not  counteijact  our  analysis  in  this  report. 

Air  Force  Comment.  Hie  Director  stated!  that  the  differences  between  planned 
and  actual  material  cost  for  Hughes  resultep  from  contract  dumges  regarding  the 
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quantities  of  each  model  of  AMRAAM  that  was  being  procured.  The  three 
models  of  AMRAAM  were  the  A  model,  the  B  model,  and  the  C  model. 

Audit  Response.  The  Director  comments  seem  to  want  to  lead  the  reader  to 
believe  that  during  die  production  of  Lots  5,  6,  7,  and  8,  mimoous  and 
significant  changes  occurred  in  the  mix  of  AMRAAMs  models  A,  B,  and  C. 
As  discussed  below,  those  changes  were  not  significant. 

0  The  contract  for  Lot  5  was  originally  for  540  A  models  and  was  not 
changed. 

o  The  contract  for  Lot  6  was  originally  for  240  A  models  and  201 
B  models  and  was  not  changed. 

o  The  contract  for  Lot  7  was  originally  for  849  B  models  and  was 
changed  to  826  B  models  and  23  C  models. 

0  The  contract  for  Lot  8  was  originally  for  80  B  models  and  433 
C  models  and  was  changed  to  82  B  models  431  C  models. 

Air  Force  Ctuninent.  The  Director  stated  that  comparisons  of  the  original 
proposal  data  with  the  actual  p^ormance  data  must  reconcile  baseline  cluu^es 
resulting  from  value  engineering  change  proposals.  The  valw  engineering 
changes  inqiacted  either  die  list  of  suppliers  or  a  specific  siqiplier's  pice  and 
resulted  in  reduced  prices  to  the  Government. 

Audit  Response.  We  question  whedier  value  engineering  changes  would  affect 
our  analyses  because  we  conqiared  Hughes'  proposed  unit  costs  wifo  Hughes' 
actual  unit  cost  for  the  same  parts  for  each  lot.  If  a  value  engmeering  change 
proposal  resulted  in  a  change  to  a  part,  the  pait  number  of  diat  p^  would 
change  and  the  part  would  not  have  been  included  in  our  compariscm.  We 
request  that  the  Director,  in  his  rei^nse  to  this  rejport,  provide  us  details  of  any 
case  in  which  a  value  engineering  change  resulted  in  a  redwXion  of  the  unit  cost 
of  a  major  purchased  part  between  the  time  that  Hughes  pressed  the  unit  cost 
and  the  last  procurement  of  that  part  for  the  lot. 

Air  Force  Cmnment.  The  Director  stated  that  the  au^tors'  claim  tlut  defective 
material  pricing  led  to  additiomd  profits  for  Hughes  is  not  substantiated  in  this 
r^rt.  The  Director  fiirther  stated  that,  during  the  period  covered  by  die  audit, 
Hugtes  merged  with  General  Dynamics.  The  merger  provided  an  opportunity 
to  leverage  both  ovinheads  and  material  procurements  and  meld  die  best 
practices  of  Hughes  and  General  Dynamics. 

Audit  Response.  The  audit  rq^rt  did  not  state  that  the  differences  between  the 
contractor's  proposed  material  costs  and  actual  material  costs  met  the  criteria  for 
defective  pricing.  Also,  as  the  report  states,  the  differences  between  the 
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contractor's  proposed  costs  for  the  parts  and  the  actual  cost  of  parts  did  nc^ 
solely  account  for  the  contractor's  additional  profits.  In  addition,  we 
the  report  to  recognize  that  the  merger  of  General  Dynamics  Missile  Divisron 
and  Hu^^  Missile  Systems  Ctraipany  coijid  have  effected  die  amount  of  profit. 

Air  Force  rnmmpnf.  The  Director  stated  that  the  Air  Force  awarded  fees  for 
value  engineering  changes,  performance  mcentives,  and  licenses  over  and  above 
the  fees  asi^nriated  widi  die  normal  production  contract.  The  fees  amomitra  to 
4i4i4iiiigii4>4i*aa  f(jj.  contracts  for  Lots  5,6,7  and  8.  When  removing  the  fees, 
the  average  profit  for  Hughes  for  Lots  5  through  8  from  die  basic  missile 
production  is  approximately  ***********¥. 


The  Director  a  schedule  wi^  his  comments  that  diowed  his 

computation  of  the  fees  for  Lots  5,  6.  7.,  and  8,  a^r  adjustmente  for  the  fees 
related  to  value  engineering  changes,  performance  incentives,  and  hcense  fees. 
At  specific  points  in  time,  for  each  I05,  the  Director  calculated  the  fee  as 
follows:  contract  price  minus  cost  mi^nis  fee  adjustment  etjuals  fee.  See 
Part  m  of  this  r^rt  for  the  schedule. 


Audit  Response.  The  Director's  data  fo^  Lots  5  and  6  were  as  of  June  1994. 
The  profit  percentages  shown  in  this  repoft  are  as  of  Jamiaty  1996.  For  Lot  5, 
ihe  Directors  analysis  showed  cost  of  ♦♦f*********  taken  from  the  Functiona’ 
Cost  Hour  Report,  September  23,  1994J  Our  review  of  this  show^ 

costs  of  ***♦**♦*•♦*♦  with  su  esti^te-to-complcle  cost  of  ♦♦♦♦♦♦♦**♦* 
for  a  total  estimate-at-completion  of  ♦♦♦^*******.  The  estimate-to-compl^ 
cost  is  the  estimate  of  the  amount  of  cost  diat  will  be  incurred  to  conqilete  the 
production  lot.  Therefore,  the  actual  cost  incurred  phis  the  estimate-to^xin^^ 
cost  equals  the  estimate-at-completion,  or  Itotal  cost  of  the  lot.  Hughes  provided 
us  data  that  showed  actual  cost  of  with  an  estimate-to-complete 

cost  of  ♦***♦♦**♦*  for  a  total  estimate-ajt-conqiletion  of  as  of 

January  1996.  Hughes*  estimate-to-complete  cost  as  of  S^iteoiber  23,  1994, 
was  overstated,  resulting  in  the  percental  ^e  of  profit  in  die  Director's  analysis 
beinn  understated.  Also,  the  Director's  cmculation  of  fee  for  Lot  5  is 

Lot  6,  the’  Director's  analysis  showed  a  c^t  of  ♦*♦♦*♦♦*♦♦♦♦*♦  taken  from  the 
Functional  Cost  Hour  li^rt,  August  2  6,  1994.  Our  review  of  the  report 
showed  an  cost  of  ♦♦*♦*♦♦♦♦♦♦*  with  an  estimate-to-con^lete  cost  of 
fQf  a  total  estimate-at-coE^letion  of  **•♦*♦♦♦♦**♦♦  Hughes 
provided  us  data  that  showed  actual  cost  of  ♦♦♦♦♦♦♦♦♦♦**  widi  an  estimate-to- 
complete  cost  of  ♦*♦♦♦*♦♦♦♦  for  an  estiiiate-at-completion  of  ♦**♦**♦♦♦*♦*88 
of  January  1996.  Hughes*  estimate-to-complete  cost  as  of  August  26,  1994, 
was  overstated,  resulting  in  the  understatement  of  the  percentage  of  profit  in  the 
Director's  analysis. 
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Air  Force  Cmnment.  The  Director  stated  that  the  audit  incorrectly  assum^ 
riiflt  a  negotiated  procurement  and  discussions  v(rith  best  and  final  offers  will 
resdt  in  a  reduced  price,  as  opposed  to  a  contract  award  without  discussions. 
The  Air  Force  believes  that  an  award-without-discussion  forces  the  contractor  to 
put  his  best  price  forward  in  the  original  price  submittal.  The  Du*ctor  also 
stated  that  awarding  contracts  without  discussions  has  been  widely  accepted  as  a 
practice  to  minimi?^  proposal  costs  for  the  contractor  and  staf&ig  and  cost  to 
the  Government. 

Audit  Response.  We  did  not  assume  that  discussions  with  a  ^st  and  final  offer 
will  always  result  in  reduced  prices.  Our  position  regarding  the  Air  Force 
negotiations  of  prices  for  Lots  5  through  8  was  that  Hughes'  pro^sed  costs  for 
major  purchased  parts  were  overstated.  A  more  in-depth  andysis  of  Hughes's 
proposed  cost  for  major  purchased  parts  would  have  shown  the  overstatements, 
and  discussion  of  the  overstated  costs  with  Hughes  could  have  resulted  in 
reduced  prices. 
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Office  of  the  Secretary  of  Defense 

Under  Secretary  of  Defense  for  Acquisition  and  Technology 
Director,  Defense  Procurement 

Director,  Defense  Logistics  Studies  Informatic^  Exchange 
Under  Secretary  of  Defense  (Comptroller) 

Deputy  Chief  Financial  Officer 
Deputy  Con^troUer  (Program/Budget) 


Department  of  the  Army 

Auditor  General,  Department  of  the  Army 


Department  of  the  Navy 

Assistant  Secretary  of  the  Navy  (Financial  Management  and  Con^troUer) 
Auditor  General,  Dq;)artment  of  the  Navy 


Department  of  the  Air  Force 

Assistant  Secretary  of  the  Air  Force  (Financial  Managemertt  and  Con^oUer) 
Program  Executive  Officer  for  Weapons 

System  Program  Director  for  the  Air-to-Ai^  Joint  System  Program  Office 
Auditor  General,  Department  of  the  Air  Force 


Other  Defense  Organizations 

Director,  Defense  Contract  Audit  Agency  „ 

Resident  Auditor,  Hu^s  Missile  Systems  Company,  Resident  Office 
Resident  Auditor,  Ra:^eon  Company,  Residept  Office 
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other  Defense  Organizations  (cont'd) 


Director,  Defense  Logistics  Agency 

Commander,  Defense  Contract  Manuement  Command 

Chief,  Defense  Plant  Representative  Office  Hughes  Missile  Systems  Company 

Chief,  Defense  Plant  Representative  Office  Raytheon  Company 


Director,  National  Security  Agency 

Inq)ector  General,  National  Security  Agency 
Inspector  General,  Defense  Intelligence  Agency 


Non-Defense  Federal  Organizations  and  [Indiilduals 

Office  of  Management  and  Budget  ,  ^  , 

Technical  Information  Center,  National  Security  and  Intejmational  Affairs  Division, 
General  Accounting  Office 

rhairman  and  ranking  minority  member  of  each  of  the  following  congressional 
committees  and  subcommittees: 

Senate  Committee  on  Appropriations 

Senate  Subcommittee  on  Defense,  Committee  on  App^riations 
Senate  Committee  on  Armed  Services 
Senate  Committee  on  Governmental  Affairs 
House  Committee  on  Appropriations 

House  Subcommittee  on  National  Security,  Committed  on  Appropriations 
House  Committee  on  Government  Reform  and  Oversight 
House  Subcommittee  on  Government  Management,  Imormation  and  Technology, 
Committee  on  Government  Reform  and  Oversight 
House  Subcommittee  on  National  Security,  International  ^airs,  and  Criminal 
Justice,  Committee  on  Government  Reform  and  Oversight 
House  Committee  on  National  Security 
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Department  of  the  Air  Force  Comments 


department  of  the  air  FpRCE 

AIR  FORCE  PROGRAM  EXECUTIVE  OFFICE 
WASHINGTON.  DC  20330-1000 


12  Feb  97 


MEMORANDUM  FOR  OFnCE  OF  ASSISTANT  INSPECTORJOaNERAL 
DEPARTMENT  OF  DEFENSE,  AUDITTNO 

FROM:  AFPEOWP 

SUBJECT;  DOD  lO  Draft  Audit  Ri^  Hodine  Alle««tkBi|i  Concetmi^ntr^  P^ing  of 
Advnced  Medium  Range  Air-lo-Air  MifiUe  (/iMRAAfcC,  Project  No.  6AL- 
8007,12  Dec  96. 

The  referenced  DOD  IG  Draft  Report  haa  been  reviewed  by  my  office  end  the  AMRAAM 
J<«m  Syrtem  Program  Office,  AI®  FI.  with  the  ettedwd  commenuwbmitted  for  your 

considention.  Ifyou  have  any  <Fia«ioiM.pleaaeco(ntBrt  me  (703)  695-9374. 


liSEM  M  PANETTA  JR,  Ma^USAF 
^rac&r,  Air  Superiority  Wsspon* 

Force  Program  ^ecutive  Office 
forWeBpofu 


Attachment 

Comment!  to  DOD  IG  Draft  Report 
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Department  of  the  Air  Force  Comments 


EzecntiTe  Summary 

2.  Introduction.  Noted.  The  Air  Force  plan  in  the  FY97  President’s  Budget  (PB)  is  to 
iMuirc  11,019  AMRAAMs  including  8600  Air  Fonsc  and  2419  Navy  Misailes.  The 
numberofU.S.missilea  U)  be  procured  from  FYs  1997  through  2009  ia  3,713  foracost 
of  $2  9  billion  vice  1,179  AMRAAMs  as  indicated  in  the  report.  Through  FY  1996,  the 
Air  Force  JSPO  procured  9,300  AMRAAMs,  however.  1,972  were  for  F^  oounrtes. 

The  $6.6  billion  appUes  to  the  7,342  U.S.  missile  procurement  including  36  Seek  Eagle 

which  are  not  included  in  the  final  procuietnent  olgective  of  11,019. 

3.  Audit  Objectives.  Noted. 

4.  Audit  Results.  Non-concur  with  findings.  The  Air  Force  docs  not  bcheve  that  the  two 
allegations  have  been  substantiated.  The  auditors  made  incorrect  assumptions  and 

apparently  did  not  understand  the  metiiod  used  by  the  Air  Force  to  perform  the  price 

analysis.  In  addition,  aU  annual  buys  have  been  subjected  to  post-award  audits.  These 
audit  reports  indicat^  mininial  findings  (compared  to  the  total  dollars  awarded). 

5  Non-concur  with  the  recommendations.  The  Air 

Force  does  not  agree  foat  Hughes  Missile  Systems  Con^any  charged  excessive  prices  and 
therefore  does  not  agree  in  requesting  a  voluntary  refund.  The  recommendations 
regarding  future  negotiation  strategics  are  not  applicable  to  a  mature  i»oduction  program 
subject  to  price  competition.  Award  without  discussion  is  consistent  with  FAR 

guidance  when  there  are  no  outstanding  issues.  Specifically.  FAR  15.6  and  Appendix 
AA 1 02  require  that  the  source  sclccti  on  be  conducted  in  a  man  ncr  that  is  the  least 
complex.  In  this  respect,  the  JSPO  has  folly  complied  while  protecting  the  Government’s 
best  interest. 

6.  Maamionent  CommenU.  Noted. 

PART  I  AUDIT  RESULTS 

1.  Audit  Background.  Noted.  The  Raytheon  Company  has  been  producing  missiles 
since  1987  vice  the  1989  in  the  report.  The  total  U.S.  missiles  procured  through  FY  1996 
is  7342  at  prices  totaling  $6.6  bUllon  vice  the  9,300  in  the  report.  The  additional  1,972 
missiles  procured  were  for  FMS  countries  and  arc  not  included  in  dollar  values.  The 
Air  Force  FY97PB  plan  is  to  procure  an  additional  3,7 1 3  U.S.  missiles  from  FYs  1997 
through  2007  estimated  to  cost  $2.9  billion. 

2.  Audit  Objectives,  Noted. 


Final  Report 
Rtfqrence. 


Revised 


Revised 


35 


For  official  use  only  data  and  marking  hav^  been  ddeted  from  this  report. 


Department  of  the  Air  Force  Comments 


3  c - - - HotHne Allentlom wd lUauto.  Non-concur. 

b^vefliedl^oMliMwbccnMibrtMiiiBted.  The  AirP«ce  *”***°^.**^?”^^^ 
s^KtectioMtoco-iirtent  with  PAR  guid«^  IXaiCpott-«w«d«ultorei«i«ed 
iwtnimri  findtap  coamMed  to  the  total  dolto  awarded. 

4  Coiil»rtPHeh»ofAdT*i»dM*dhiaiRMi**Alr4o-AIrMI«lhi.  Noo-m^. 

Air  RMceoSJed  field  ptidiig  «iK«t  •^^*>^  ** 

assisttheiouiceielecttontMin.  The IXaiC pike  welyrt^uee^ltet^^^ 

ftwn  the  *1101116  office"  e»  wdl  ee  die  «»i»ecdve  IX:AA  otfic^  »«ieede«^^ 

n-nffliiY^  were  iiied.i»api>toiirike.m(»iiducting  the  cort  end  price  enal^  ^ 

DfODoeds.  A  A.t«>mhrerireiofiheie«soMMeneg»oftfae(Miitiactprice«is  iiotc^^ 
iaMSidBnie«rfcoit.iuch«iwtteriaL 

detenniiikion  is  iMdeet  the  total  price.  This  total  pace  reflects 

justmalerial.  o,pies  of  the  price  negotiation  meroonndmta  have  been  provided  to  the 

auditor  to  illustrate  tiiis  concept 

Air  Fora  Precero  Ihr  Awarfiag  Contracts  for  AMRAAMe 

5.  Acqnistthn  Strategy.  Noted. 

6.  Contraetiiig  Process.  Noted. 

7  BavleworProooeed  Material  Casts.  Non-Concur.  As  indicated  in  peiagi^  4 
iJ^AirFora^roceivefieldpricingsupport.  To provife ^ tiog 

tins  effort,  the  Air  Force  used  flie  servfccs  of  a  consulting  jBtm,  Wal^sad  Com^,  to 

Mudyze  both  material  and  labor  costs.  TteWrilaceandOo^y^J«««^ 
mort  extensive  analysU  efforts  applied  to  aDoD  ptograoL  Booi^  of  maiata^a 

detaUeddatabeseofthoosandsofcompooenttandasaci^  Thu  data  base  began  with 

the  teopoaedhin  of  materials  for  each  lot  boy  at  the  swankdquanlitiea.  These^^ 

irodatedwithcoatsfijoinactuelpuiehaseordenwifliinayteroftiiecont^ae^  This 

SuhnewmdevelopedforLottltiiroi^S. 

ihenabietocoinpatematBrialpriceaagainst“actuals"foreUtl»epB^lo^ 

industrial  cagineefs  were  able  to  analyze  qua^ty/nie  1119m,  nMM 
decrements,  and  value  engineeitag  submittals.  The  goveiiiment  enal^  tMnuei 

roughly  80*  of  the  material  mftmiatioa  This  detailed  debase  end  Wallace  anal^ 

was  used  by  the  tomce  selection  pricing  analysts  in  forming  the  final  recommeadetioiis. 

g  lamroveinsols  Needed  In  fire  Negottathei  Process.  Non-concur.  The  Air  Force  did 
of  the  material  information  with  prior  actuals.  Contracts  iwere  awarded  without 

as  a  result  of  the  detailed  analyses  and  resulting  recommendations. 
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g  Fidd  PiidBE  Support.  Non-concur.  The  Air  Fhrec  obtained  field  pricing  auppoit 

ttoough  both  the  Hughe.  aiuiiuytheooixa<c^^ 

Dricni^W to EgUnAFB  to personaUyaBitf  the  wuice  election  team.  TheD™C 

orice  analyrt  then  utiliaed  additional  resources  fiom  the  “home  oIBce”  as  wsUm  the 
reJ«aive  lXAA  office,  as  needed.  These  ie80on*sweieutilij*d.  as  appropnrt^ 

conducting  the  cost  and  price  analyris  of  the  proposals. 

The  auditors  inconeetty  assumed  that  decrement  factors  were  not  included  ^  ^ 

ooniractors’ proposals.  This  infonnation  was  contained  in  the  proposals  a^veriM 

using  llmdatsJba^nipaed  by  the  AMRAAMJSPO.  Additional^,  specific  ma^ 
oosu  Mendfied  in  the  competitive  proposals,  including 

duringthesohsetiuentreviowofthevalueengmeeringpKgects. 

costt  identified  in  the  competitive  proposals, 

duringthesubietpientteviewofflievalueengmeeringpittiectB.  Wiilettc^>« 
guidance  instructs  the  Omtxacting  Officer  to  not  defa  cost  analysis  of  ^ 

to  a  post-award  fxtit,  these  factors  are  nonetheless  subject  to  post-award  reviews.  Afl  the 

ISZ^wardshave  been  subjected  toapost-awBd^^ 

Anoendix  B  of  die  audit  report  indicate  that  results  of  post-award  audit  reports  wctb^ 
to  the  total  dollars  awarded)  and  mac  alleged  the  decrement  facton 


as  defective. 


The  AMRAAM  JSPO  data  base  siqipwted  by  the  Wallace  and  Con^psiv  confemed  a^ 

pgichaseofdercostsftompriorlotbuys.  These  were  used  to  petftm  the  port  an^^ 

The  details  and  working  papers  siqipoiting  the  ^lecific  cost  analysis  ww  not  Mintained 

in  our  official  files,  therefore  die  auditor  assurnes  they  never  exiat^  Iheai^s 

description  of  the  WaUace  and  Company  analysis  fails  to  address  dm  eraipo^ 

to  dite,  includiiig  Valne  En^nccring  submittals,  and  quantity  offsets  for  variable 

rate  quantities. 

The  AMRAAM  JSPO  fuianoe  office  has  the  original  Wallace  electronic  data  bw  of 
purcfaaiK  Older  actuals  and  uses  this  for  continuing  analyses  of  Value  Engineering 
subf&lttals. 

10.  CostAnalyies.  Non^foncur.  Both  the  AMiy\AM  production  Lot  Sfo  and  7/8 

Reouest  For  Ptoposslscontiined  language  requesting  materisl  decrement  focW 

infonnatioo.  Proposal  instructions  for  Lots  S  through  8  specifically  required  the  offerors 

to  include  decrement  factors  for  all  materials  and  subcontrsetors.  Submitted  decrement 

feclors  represented  historical  perceoUge  differences  between  vendors/kobcootractort 

proposed  prices  and  the  ectusl  prices  negotiated  with  the  vendors/sobcontisctnrs.  As 
stated  bbove,  the  decrement  factors  were  verified  using  the  AMRAAM  JSPO  dstt  hose. 


11.  Audit  of  fhe  Air  Force  Review  of  Moterlol  Costs.  Noted. 

12.  Midailal  Coils  Proposed  for  Hi^ies.  NoiHCoacur.  The  rqxxt  indicatet  that  the 

Bidltois  do  not  understand  the  difference  between  the  proposed  materisl  costt  sod  octusl 

material  costs  as  presented  in  the  audit  report.  The  contractora’ proposals  cootrined 

dettsled  costs  at  a  spedfic  quantity  and  then  provided  bottom  line  costs  for  •  large  range 
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afauintidet.  TTieconlnKtordldnotpuichaseiMteiidatthedetiaedpfOpoiriquMih^ 

hutattbBgsK^quutity-  Tha«foro.therB  tonopropoiedHaely  line 

tlie«wMdedquMilitytoeoa¥TOtoiiitctiMlpffce.  TTieiudiloreiii^MdMtooiiip^ 

propo«4  inaierUI  cort  «  one  quMlhy  to  the  actoil  m«atiil  CMt  tt  •  diffei^ 

not  valid. 

The  AMRAAM  JSPO  lecooftiucted  iJiii  compwUoii  uting  coit  d«tt  et 

n„fip»8tu.  ■njemettwduiedwM  to  coiiq>m  die  Fuiictk»«l^  Hour  Report*  OOiR), 
which  weeecoetenelyeiedelivenblee  on  the  coolrect  The  lnititlPCHR  fcreiMlot 

PftpfU.  Hie  enntrictM*  entjchirtwl  coet  bited  on  the  ectual  awaid  guMtiqf  end  p^. 

TO*  wtt  conqwied  with  the  iMt  PCHR  for  eadi  Urt  whfch  c»BUii»  actual*  op  » that 

point  in  time.  Theieauluof  thiicoinpariioiiitihownbekiw. 

DilTei-encee  Between  Planned  and  Actnal  Material  Coet  for  Hu^ie* 


For  Official  Use  Only  Table  Removed 


Them  is  a  roultiplici^  of  fcctoia  which  explain  these  diffewocee.  During  perfonnance  of 

the  contract*  induded  in  die  audit  report,  die  AIM*120A,  AIM-120B,  and  AM-120C 
have  all  been  peodueed.  There  are  oo*t  difference*  between  these  coefigmation*  and  their 
ponipnnigu*.  The  RPPa  and  propoial*.  however,  only  dedit  with  the  mix  at  die  dm  they 
werepimared.  Tim  flexible  quanti^  nature  of  die*eprocnieineiii*w**ftiidioriBfliioiioed 

by  die  inelueioo  of  a  flexible  mix  of  ‘A.  ‘B  and  ‘C  miaaile*.  After  contract  award,  ddt 
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Final  Rqwit 


^nix  chii^  via  00Btt»ct  modiflciUoM  with  diffaWit  coofigurttioii*  being  buih  to  Ihe 

tame  lot 

In  addition  to  the  confijnratkmchjmgiet,  mimerou^ECPtaiid  VECPia^ 

into  the  miMite  to  cacb  of  lb#  loteduitag  the  period  Mentis  An«ntadte^o«be 

,ni*nitoae  of  theee  k  ih«Ud  be  itoted  ^  HMSC  w 

**Outttaadinf  Value  Eagiaaeting  Achievcnient”  injlWl  and  ^gaia  ia  lyW. 

ch«i*eeiii?«*eiti>Br  ito  wtoior  Uit,  or  e  ^edfic  iwndor’e  coet^rice.  Tieee  ctaBiet 
hnve  weultod  In  leduced  pticee  to  the  fovemmeot  vie  conttict  adJofOnenii. 

Con^toiioo  of  any  orifinel  peopoee!  deto  to  ectoel  perfonneace  dite  Biu«  eecooeae  thito 

beieline  ^negee  in  Older  to  be  valid. 

The  endHor’idelmthitdeliBciive  material  prictagiled  to  additiaoalpio&to  the 

conttactoctonotinbatandatedbyflielnfccinatlonjreieatodintbe^t  Dmlagte 
iieiiodcitodbytl«nndil,HI(ISCundeiwe«ripdl^tdieniaa.  Fonaaaal.«wM 

i^btatkmwIihlbeaaKndDyiiainlcaMi^  Tbnir  metier  piov^  a 

.tgnMto«iitoiwortunit»lelevetaieboflieveibeadi|andmai^piBcaw«wt  IWSiibe 

— i««tnafHM5CandflDeeiaonnel.thBbealptafcticeacfbodit<iMnpMlya»m«l»^  1“ 

^...nwimiiiBmnwaided  additional  feet  far  aevcwlVBCP>.pcrfatiiiance 

ineeniiveaaiidtonieliiM  over  and  above  dm  ftojaaaodniedi^tbe^ 

ootttract  ThDicfeeiamauntolto  - the  Loii  5, 6^  7  aad toaattictt.  wiea 

wnw^  Ihaeo  fma,  die  avenue  proa  for  Hu|he*  for  Lota  5  tfatoMi  b  »  fcam  a*  beaic 

miaaUepnduclfaiBiaiVproxlinaiely - .  Thei^aUeduunpadaoniaBhoiernaa 

fic^lowt: 

CM^MlaoB  of  Coal  and  Prim  leNb  Fee  A^lMaaMMi 
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13.  M«terWCorttIhri)po*edfiM'I^  Noted. 

14  Owiortunlto  to  Lower  Future  Prices.  Non<:oncur.  The  auditor  incorrectly 

assumes  that  a  negotiated  procuieroent  (discussions  with  BAFOs)  will  lesult  in  a  ^uced 
price  as  compared  to  -award  without  discussions”.  We  believe  that  the  bcnefito  of 
competitioB,  particularly  on  an  award-without-discussions  basis,  ftxces  the  coirtractor  to 
put  to  bctt  price  forward  in  the  originrisubinitt^^  Actual  pxpcricDCC  of  nego^ 

procuiemcnto  prior  to  Lot  5  invdved  arduous,  tiroe<onsun>ingnegodati^^ 
extending  ton  9  xncmto  to  I  year)  to  settle  at  a  price  very  near  the  onginal 

cost  Award  without  discussions  has  been  widely  accepted  as  a  practice  to  minimize 

proposal  costoftw  the  wmtractor  awl  manpower  and  cost  totheOovernm^.  Itis 

inefiiuble  that  missile  unit  prices  were  reduced  56%  durin^t  this  penod  The  auditor 
provides  no  raiioorie  to  support  that  a  negotiated  scenario  would  have  bad  better  resuiu. 

15.  Sammary.  Non-concur.  The  Air  Force  performed  adequate  cost  and  price  analysis 
on  the  subject  procurements  and  the  Air  Pbrec  assessment  ts  that  the  contractor 
understated  mateial  costs.  DCAA  post-award  analyses  have  idcntifi^  rainimri  fi^gs 
which  have  and/or  are  being  negotiated  with  both  contractors.  The  Air  Force  should  not 
request  any  voluntary  refund 

16,  Recommettotioiis  for  Correetive  Actions.  Non-concur. 

1)  Non-Concur.  The  Air  Face  docs  not  agree  that  “excessive  pricing”  occurred  on 
contracts.  Substantial  changes  occurred  from  the  original  proposals  to  the  actual  awards 

jujd  finally  to  the  •ctual  conduct  of  the  production  contracB.  Con^tarUonofany  (mpnM 

proposal  data  to  actual  perfotmance  daU  must  reconcile  thh  numerous  changes  including 
quanti^  changes  in  order  to  be  valid. 

2)  Non-Oncur.  The  Air  Force  performed  a  price  analyses  of  the  proposals  and  awarded 

comractt  without  discuasioos  consistent  with  FAR  gpMsnce. 

3a)  Noo^Coocur.  The  lubmisaioa  of  unnecessary  coat  data  is  in  direct  conflict  wHh  the 
FAR  guidance  and  would  place  an  additional  burden  on  th|e  contractor  which  would 

tnmslale  into  hi^bW  and  proposal  costs.  In  Lot  11.  the  Air  Force  with  Ac  concurrence 

of  both  DCMCs.  streamlined  the  coat^price  proposal  down  by  98%;  eliminating  tto  coat 
daU  for  ideceputi/component  parts.  ThUfimtor  as  well  Mother  streamlining  imtiatives 

cut  67%  and  33%  of  the  bid  and  proposal  coats  out  of  the  Hughes  and  Raytheon 

proposals,  respectively.  The  FAR  deariy  states  in  15.80^1  that  cost  and  pricing  date  is 

not  teauhed  if  the  contrseting  officer  determines  that  pricM  agreed  upon  are  based  on 
adequate  price  competition.  Lou  9, 10.  and  11  all  have  b^en  determined  to  be  awarded 
umltf  ade^ate  price  competition. 

3b)  Non-Concur.  A*  stated  above,  no  certified  cost  and  priemg  data  has  been  required  on 
th^  contracts. 
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3c)  Non-Concur.  Award  without  discussions  is  consistent  with  FAR  guidance  when  tl^ 
ate  no  ootttanding  issuM.  Specifically.  FAR  15.6  and  Appendix  AA  im  ^ 

source  selection  be  conduct^  in  a  manner  that  is  the  least  complex.  Air  Force 

believes  that  award  without  discussions  is  a  very  powerful  tool  to  minimixe  proposal 
cosu  for  the  contractor  and  manpower  cost  to  the  Goverament.  In  addition,  the  i«tc  fact 

ofieoueitiag  best  and  final  offers  does  not  necessarily  translate  into  more  favorable 

prim  for  the  Oovemment  For  example,  the  JSPO  held  a  source  selet^on  for  mwsile  rail 

launchers  in  June  1994.  When  BAFOs  were  received  from  the  dace  offerors  in  the 

compeUdve  range,  two  increased  their  prices  and  one  stayed  to  same.  Pbrtbennorc.  the 
conu^n  for  the  lot  buys  know  that  we  intend  to  award  without  discussions  and  cobm 
prepared  to  provide  the  best  number  with  their  original  proposals.  This  saves  time  and 
money  for  both  the  contractors  as  well  as  the  Goverament. 
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